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Coming—A well-known New York attor- 
ney, Leo Diamond, discusses the tax aspect 
of the nonqualified pension plan—the plan 
which ordinarily does not arise from any 
formal, contractual arrangement between 
the employer and employee, but relies for 
enforcement on company tradition. 


The decisions of the Tax Court and the cir- 
cuit courts considering appraisals for fed- 
eral estate tax purposes of improvements 
by a lessee remind one of a new-cost-base- 
for-depreciation merry-go-round. This ar- 
ticle is written by Kenneth L. Wall, CPA. 


Robert Margolis has prepared an article on 
the 90-day question, a question of how to 
proceed—through the Tax Court or through 
the district court? 


The burden is on the legatee to rebut the 
presumption of the correctness of the estate 
tax valuation. LeRoy R. Krein analyzes 


“The Effect of Estate Tax Valuation on 
Basis.’ 


Tus magazine is published 
to promote sound thought in 
economic, legal and account- 
ing principles relating to all 
federal and state taxation. 
To this end it contains signed 
articles on tax subjects of 
current interest, reports on 
pending state tax legislation, 
interpretations of tax laws 
ind other tax information. 
The editorial policy is to 
allow frank discussion of tax 
issues. On this basis contri- 
butions are invited. Respon- 
sibility is not assumed for the 
contents of the articles or for 
the opinions expressed there- 
in. Editor, Henry L. Stewart; 
Washington Editor, Lyman 
L. Long: Business Manager, 
George J. Zahringer: Circula- 
tion Manager, M. S. Hixson. 
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Administrative... 


FEDERAL 
TAXES 


W HEN HE DIED, the insured had $75,000 
of life insurance pledged with a trust company to secure notes 
amounting to over $33,000. The widow paid part of this debt 
and the balance of it was paid out of the proceeds of the policies, 
as she was an accommodation signer. She received an assign 
ment of the trust company of its claim against the husband’s 
estate. The widow was not allowed to deduct this as a non- 
business bad debt. Two dissents, however, stated that the debt 
was involuntarily acquired and should be allowed as a deduction. 
The estate was at all times pertinent insolvent and the dissenting 
opinion points up that while you cannot buy a bad debt and look 
for partial recoupment of loss through an income tax deduction, 
there are situations where the bad debt is acquired by operation 
of law as here. Being an accommodation party, the widow was 
also liable for the payment of the debt for which the insurance 
policies were held as security.—Thompson, CCH Dec. 20,375, 


ag _No. 64. 


REMODELING YOUR HOUSE so that 
part of it can be rented? in the Pryor case the taxpayer planned 
to rent a portion of his house, but he was forced by OPA rental 
regulations to repair the entire house. None of the expenditures 
was deductible from current income—the expenditures on that 
part of the house that was used as personal residence were not 
and neither were the other expenditures, as they were capital in 


nature.—-CCH Dec. 20,384(M), 13 TCM 519. 


COMMISSIONER'S RULES on stock options 
receive a setback by the Tax Court in the LoBue case. The court 
holds that the stock options received were proprietary rather 
than compensational as the Commissioner contended. The court 
reviews the pattern of conduct of the corporate employer and 
despite the fact that the fair market value of the stock exceeded 
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Eg Pave St eae 


Interpretations 


the option price, said that T. D, 5507 and I. T. 3795 are not 
justified by the Supreme Court decision in Smith. This is CCH 
Dec. 20,365, 22 TC —, No. 58. 


EK Acu YEAR for four years an accountant pre- 
pared this taxpayer’s return and the taxpayer put it in his desk 
and “saved” it until a revenue agent would come in and ask for 
it. The return for the taxable year in question here was correct. 
There was no attempt to conceal income, but the Commissioner 
wanted fraud penalties. The Tax Court said that the Commis- 
sioner failed to prove that the failure to pay was due to fraud 
with intent to evade. Reason: The taxpayer had suffered three 
paralytic strokes which had impaired his faculties, and the illness 
was the primary cause of the failure to pay.—Sever, CCH Dec. 


20,389(M), 13 TCM 532. 


B ROKER’S confirmation slips are evidence 
of sales of stock. This was in a case of reconstructed income 
Taxpayer's books were inadequate.—//ackerman, CCH Dec. 


20,349(M), 13 TCM 479. 


r . 
| HE PRESIDENT of a newly formed cor- 
poration loaned it money which was evidenced by a note and 


upon which interest was regularly paid. Later the corporation 
was dissolved and the assets distributed, but the note was not 
paid. The president of the corporation deducted the amount of 
this note as a bad debt which was disallowed as a nonbusiness 
deduction. It was successfully proven, however, that the presi- 
dent regularly lent money to other businesses and individuals 
in the small town where he lived. He had large sums outstand 
ing on loan to those who usually could not obtain the necessary 
credit at the local bank. The Tax Court holds that his financial 
interests and lending activities were sufficient to constitute a 
business.—Cone, CCH Dec. 20,371(M), 13 TCM 512. 


W HEN the legal title to real estate is in the 
estate, the direct beneficiaries of the estate may deduct on their 
individual returns the taxes on the real estate. These are the 
circumstances: ‘The beneficiaries directed the executor to with 
hold income from the estate and thus create a fund to pay the 
anticipated taxes. The beneficiaries reported the income as though 


in fact distributed. \Vovius, CCH. Dee: 20,353,.22 Tt : No. 52. 
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A LUMBER COMPANY loaned money to 
a subsidiary with paid-in eapital of $30. 


The subsidiary was 
financing building operations. 


After some years the subsidiary 
was dissolved and the amount of the unpaid loans was deducted 
by the parent company as a bad debt. The Commissioner con 
tends that the whole series of loans and repayment during the 
life of the subsidiary was a paper transaction which in effect 
lowed the parent to lend money to itself, and that the amounts 
advanced were contributions to capital. The case was tried 
before a jury which found for the lumber company.—-Wilson and 
Greene Lumber Company, Inc. v. Shaughnessy, 54-1 uste § 9411 


ry 
| HE COURT SAID that it didn’t like the 
looks of this situation: A corporate taxpayer paid a large pre 
mium to acquire a 25-year lease. 


The corporation was dissolved 
later in the same year and the taxpayer attempted to deduct the 
premium as a loss, The court disliked these facts: The old lease 
had four years to run at the time the new lease was executed ; 
the same individual was the principal officer of both the lessor 
and the lessee; the new lease was cancelled within the tax year 
of its execution; so it held that the premium payment was an 
advance rental and should be prorated over the life of the lease 
by the taxpayer and its successor.—Cooper Foundation v. O'Malley, 
54-1 ustre ¥ 9417. 


; W HERE AN EMPLOYEE works for two 
or more employers during the year and both withhold social 


security taxes, an overpayment of the tax results. The employee 


can Claim the overpayment as a credit on his income tax return. 
Revenue Ruling 54-221. If only one employer is involved 
and more social security tax than is due is erroneously withheld 
by the employer, the employer and the employee must adjust 
this. No refund is due from the government. . . . After July 
1, 1954, the federal government will withhold income taxes of the 
states of Kentucky and Arizona from the wages paid federal 
employees in those states. The federal excise tax on wages 
is deductible by the bookie as ordinary and necessary business 
expense.—Revenue Ruling 54-219. \ television set does 
not of itself make a bar a cabaret.—Revenue Ruling 54-211 

Four |. T. rulings regarding OPA violations are modified 
by this new ruling which holds that if the taxpayer can prove 
that his violations were not wilful, intentional or the result of 
failure to take practical precautions, then any payment to the 
government as a result of the violations is deductible as business 
expense. Revenue Ruling 54 204. 
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Progress on New Law .. . 


Application of Tax Laws Relating 
to Exempt Organizations 


Washington Tax Talk 


The Congress 


The New Tax Law.—The Senate Finance 
Committee completed its work on the House 
passed H. R. 8300. The bill was reported 
out of the committee on Friday, June 18 
The bill 


be amended from 


What happens now? Roughly this 
now in the Senate might 
the floor—which 
Then the bill 
mittee, 
of the 
afte! 


will 


require some debate. 


goes to a conterence com- 
views 
and the Senate takes place, 
both and 

Finally, it goes 
President much time will this 
Your guess is as good as that of the 
informed sources which prognosticate 


now to July 15-August 1. 


where a reconciliation of the 
House 
which it 
Senate to be 
to the 


take 


House 


goes to 
voted upon 


How 


trom 


Statement Before the Special Committee 
of the House of Representatives to Investi- 
gate Foundations and Other Organizations, 
by Norman A. Sugarman.—Following is the 
statement as to the application of the tax 
laws relating to exempt organizations which 
Norman A 
sioner ot 


2, 1954 


Sugarman, Assistant Commis 


Internal Revenue, made on June 


The Responsibilities of the Internal Revenue 
Service for Tax Collection and Administration. 


The bas job of the 


Internal Revenue 


Service is the collection of 


taxes to finance 


the operations of government. The proper 
performance of this function must not only 
be the principal concern of the 


Service but it is also a 


Revenue 


matter of vital in- 


terest to the nation 


The taxes—and therefore 


our principal 


functions—are imposed by laws enacted by 


the Congress. There are more than 70 dif 


ferent federal internal revenue taxes so im- 
posed 


all the way from taxes 
to the 


companies, 


‘These range 
on adulterated butter 
holding 


Wagers to 


surtax on per- 


sonal irom taxes on 


taxes on 


wines, and from the 


Washington Tax Talk 


taxes you pay on the wages of your house- 
hold help to taxes on the millions of income 
of our larger The 
involves the processing of 
million tax returns. It includes 
the examination of these returns; the asser- 


corporations collection 


of these taxes 


nearly 95 


tion of deficiencies, penalties and interest; 
the allowance of refunds; the collection of 
delinquencies; and the conduct of litigation 
wherever necessary. Back of this, however, 
is our tremendous job of maintaining volun- 
tary compliance by 
instructions 


providing tax 
other types of 


torms, 
and taxpayer 


assistance. 


that the 
gress are paid, the 


In seeing levied by Con 


Revenue 


taxes 
Service does 
not seek to act as a regulatory agency. We 
know full taxes in 
the conduct of business and in other activi 
ties; but we do not attempt to tell anyone 
how to run his business or 


well the importance of 


what financial 
or personal decisions he should make. Our 
job is to determine the tax consequences of 
decisions and actions of others and in so 
doing to apply the tax laws fairly in accord- 


ance with the terms of the statute. 


Each of the many tax laws we administe 
has provisions imposing tax as well as pro 
Visions exempting various persons, organi 
zations and from tax. ‘These 
uniform for all taxes 


and it is necessary in each instance to deter 


transactions 
exemptions are not 


mine their application in accordance with 
the particular rules laid down by Congress 


as construed by the courts. 


The function which these exemption pro 
visions perform in the tax system is to 
establish the nonliability for tax, 
and conversely to limit or define the taxable 
The determination of 
exemption, therefore, is an adjunct of the 
machinery 


areas ol 


persons of objects 


for placing all taxable persons 
and objects on the tax rolls and determin 


ing their liability 
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In the administration of the tax laws, the 


termination of exemption follows the pat- 
tern generally 


of procedures for other de- 
terminations. ‘The national office of the 


Revenue Service prepares tax 


regulations, 
which are issued with the approval of the 
Secretary of the Treasury, setting forth the 
statutory provisions and the basic rules for 
their The national 


forms and 


implementation 
also prepares the 


office 
instructions 
which are used by all taxpayers and exempt 
organizations required to file tax 
returns and 


returns, 
applications for 
The national office also issues 
rulings and other technical guide materials 
indicating the application of principles and 


intormation 
exemption 


offic:al interpretations to the facts of various 


categories of cases. The national office also 


develops the nation-wide policies and objec 
tives of programs for audit and enforcement 
of liability under the law 

The Revenue 


Service has a system of 


regional under the 


administration general 


direction of the national office. There are 
gional commissioners, eac h of whom 
carries out the policies and programs of the 
national office through field operations con 


ducted by district directors 


tiine re 


directors have responsibility 
rcement of the tax laws in their 
They receive 


conduct the 


ind process tax re 


turns necessary audits and ex 
liability, 


opportunities tor 


to determine 


WW ith 


provide 
hearings 
agreement, and assess and 
+} ] 


hat are due and owing 


niment 


incumbent upon persons and organi 


claiming exemption from tax to 


their exemptior Organizations 


exemption must file their applica- 
District 


determine ex 


rict directors’ offices 


authorized to 


routine cases where the applica 
is clear under already 


egulations and rulings of the na 


Cases whicl sent involved 


» not fall in the 
he national 


stionable 1 


ruling as to 
the law 
required 
These 

uch organi- 
omece The 
ponsibility for 
determining 
d to con 


If upon 
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Religious, charitable and educational 
organizations have been exempt 


from income tax in all revenue acts. 


such examination and review it is deter- 
mined that the organization is not entitled 
to exemption, then the organization is sub- 
ject to the usual provisions and _ liability 


applicable to taxable organizations. 


The Internal Revenue Service, however, 
does not have the final authority to deny 
exemption to any organization. Where the 
Revenue Service asserts that a tax is owing, 
its determination may be appealed to one 
of several courts. This appeal may be made 
by either of the following procedures: The 
disputed tax liability may be paid and then 
suit brought by the taxpayer for refund in 
a United States district court or in the 
United States Court of Claims. On the 
other hand, the party has the right under 
existing law to choose to appeal an asserted 
income, estate or gift tax deficiency prior 
to paying the tax, in which case an appeal 
is taken to the Tax Court of the United 
States An adverse decision rendered by a 


district court, the 


Court of Claims or the 
ourt mav be appealed to a higher court 
in such cases, just as in:other tax contro 
Accordingly, judicial interpretations 
play an important role in the determining 
of the f administration of the ex- 
emption provisions 


Tax € 
versies 


course ot 


Tax Law Provisio for Exemption As 


i 


previously indicated, the revenue Jaws con 


tain numerous provisions providing and af 


fecting the exemption of many kinds of 


organizations and activities. In testimony 


in 1952 hefore the Cox Committee, we filed 


] 


a compilation, 50 pages in length, containing 


the text of the various tax law provisions. 


Chis indicates the volume and scope of the 


} 


statutes on this subject which we are obliged 


to inte 


rpret ane admunistet The terms of 


each of these provisions are, ol course, of 
paramount importance because they state 
the tests which the 


available to it by 


Revenue rvice has 


mining 
exemption. However, shall confine my 
remarks todav to the provisions of law re- 


lating to exemption of organizations from 


the income tax since I believe that these are 
the provisions in which you ai 1ost inter- 
ested in your current study 


In general, the statutory pattern under 
the income tax exemption provisions may 


be described as follows 
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(a) The granting of exemption to certain 
organizations 


(b) The allowance of related tax benefits 
in the form of deductions for contributions. 


(c) Limitations imposed on exemption and 
related tax benefits. 


(d) Filing and publicity requirements. 


Exemption Provisions.—The principal pro- 


visions of the present law governing exemp- 
tion from tax of organizations, including 
foundations, are found in Section 101 of the 
Internal Revenue Code. This section exempts 
from the income tax 18 types of organiza 
tions, which within the 
stated in the 


may be 


come limitations 


These organizations 
ce scribed as follows: 


statute 
generally 


Labor, agricultural and horticultural or- 
ganizations 


Fraternal beneficiary 


societies 

Credit unions and certain mutual reserve 
fund organizations 

Cemetery companies. 


Business leagues, chambers of commerce, 


real estate boards and boards of trade 


and local 
charitable o1 


Civic leagues, associations of 


employees with 


educational 
purposes 
Clubs organized for recreation and pleasure 
Local benevolent life 
tions, and mutual 
phone companies 
Mutual nonlife insurance companies with 
gross income of $75,000 or under. 


associa 


tele- 


insurance 
ditch, irrigation o1 


Farmers’ cooperatives (which are subject 


to tax, however, on income 
patrons). 


not allocated to 


Crop financing organizations for 
cooperatives 


farmers’ 


Corporations organized to hold property 
for any other exempt organization 


Corporate 
States 


instrumentalities of the United 


specifically exempted by Congress. 


Voluntary employees’ beneficiary associa- 
tions 


Local teachers’ retirement fund associations 
Religious or apostolic associations. 


Voluntary federal employees’ beneficiary 


associations 
Relig charitable, 


educational organizations 


10uS, 


scientific, literary or 


rv contains the general 
1 


Classincatio in which 


we believe this com- 


mittes interested 


This category is 
provide aragraph (6) of Section 101 


as follows 


Washington Tax Talk 


“Corporations, and any community chest, 
fund or foundation, organized and operated 
exclusively for religious, charitable, scientific, 
literary, or educational purposes, or for the 
prevention of cruelty to children or animals, 
no part of the net earnings of which inures 
to the benefit of any private shareholder or 
individual and no substantia] part of the 
activities of which is carrying on propa- 
ganda, or otherwise attempting, to influence 
legislation.” 


Religious, charitable and educational or 
ganizations have been exempt from income 
tax in all revenue acts. The language of the 
present provisions of Section 101(6) has 
been in effect since 1934. In passing, it may 
be noted that exemption from income tax 
carries with it exemption from personal 
holding company and excess profits taxes 
Elective treatment is also provided such 
organizations as to whether they and their 
employees will be subject to the social se- 
curity taxes, and they are exempt from the 
federal unemployment tax 


It will be noted 
plies to 


that Section 


corporations, 


101(6) ap- 
community 
funds and foundations which qualify under 
the statute. The term “foundation” is not 
defined in the statute; and for 


chests, 


tax purposes 
a so-called foundation may be an 
tion” 


“ . 
associa 
treated as a corporation or may be a 
The Internal Revenue Code does not 


seek, or 


trust. 


make it necessary, to distinguish 
SO called 
organizations for 


other 
exemp 


and 
purposes of the 


between foundations 


tion statutes 


Deductions for Contributions 


101(6) Organizations 


to Section 
The ful] meaning of 
exemption from income tax as a religious, 
charitable, etc under Section 
101(6) is not apparent without a considera 
tion of those sections of the Internal Rev 
enue Code granting deductions for income, 
estate and gift tax purposes for contribu- 
tions to certain 


organization 


organizations. In general, 
an exempt status as an educational, charita 
ble, etc. organization will permit contribu 
tions to the organization. to be deductible 


for purposes of income, estate and gift taxes 


For income tax 


purposes, the deduction 


is generally limited in 


the case of an indi 
vidual to 20 per cent of his adjusted gross 
income and in the case of a corporation to 


5 per cent of its net income 

These percentage limitations do not apply 
to trusts if they comply with 
Section 162(a) 


Revenue 


certain con 
ditions under and Section 
162(z) of the Code A 


trust which satisfies the conditions may de 
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duct the full amount of its gross income 
paid, permanently set aside or used 
for purposes equivalent to those under Sec 
tion 101(6). This may actually 
trust not taxable for a 
although it seek 


an exempt organization 


which i 


render the 
period of time, 


does not classification as 


Legislation enacted in 1950, however, pro 
vides rules under which both exempt organ- 
izations and trusts may lose, in whole or in 
part, the tax 
able to them 


advantages heretofore avail 


Restrictions on 


Related 
The basic limitations on the 
tax exemption privilege are stated in Sec 
tion 101(6) itself, which that to 
qualify for exemption under that subsection, 


Exemption and 
Tax Benefits 


requires 


no part of the net earnings of the organiza- 
tion may inure to the benefit of any 


private 
share holder or 


individual, and no substan 
tial px of its activities may be devoted to 


carrying on propaganda, or otherwise at 


tempting, to 


101, as Revenue Act of 
1950, also provides that if ‘an organization 


influence legislation. Section 


amended by the 


is Operated primarily to carry on a trade or 
business for profit, it shall not be exempt 
on the grounds that its profits are payable to 
an cxempt organization 


Supplement U of the Internal Revenue 
Code also provides that if an organization 
exempt Section 101(6) (other 
trade o1 
unrelated to its exempt 
its exemption is not lost but the 


trom such business is subject to the 


under than 


a church) business 


Carries on a 


which is function, 


income 
income 
tax. Supplement U was added to the In 
Code by the 
first 
ginn'ng in 195] 


Additional restrictions are 
sections 3813 and 3814 of the 
Code. 


Revenue 
of 1950 and 


vears be 


ternal Revenue Act 


Was 


effective for taxable 


provided in 
Internal Rev- 
which were also added by the 
Act of 1950 and 


effective for taxable 


enue 


Revenue which first became 


years beginning in 1951 
Section 3813 provides that, with certain ex 
ceptions, Organizations 


101(6) shall 


in specified 


exempt under Sec- 


tion lose thei exemption 1 


they engage “prohibited trans 
should be understood that the 


transactions are not 


actions.” It 


actually forbidden by 
“prohibited” only 
of being inconsistent with con 
tinued tax privileges 


hibit the 


the revenue laws but are 
in the sense 
hese provisions pro 
creator of the organization, a 
substantial 
of the family of 


controlled by 
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contributor 


thereto, a me mbet 


either, or a corporation 


either (1) trom receiving a 
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loan of income or corpus of the organiza 


tion without 


giving and 
reasonable interest, (2) from receiving com 
pensation from the except a 


reasonable allowance for personal services 


adequate security 
organization 


actually rendered, (3) from receiving serv 
ices from the organization on a preferential 
basis, (4) from selling a substantial amount 
of securities or property to the organization 
for more than adequate consideration, (5) 
from buying a substantia] amount of secu 
rities or property from the organization tor 
than adequate consideration 


from participating 


less and (6) 


with the organization in 


any other a sub- 


stantial amount of income or corpus to such 


transaction which diverts 


person. Provision ts made for appropriate 


disallowance of deductions for contributions 


to an organization engaging in such trans- 


actions and for subsequent restoration of 


its exemption where 


appropriat 


Section 3814 provides that an 
tion may lose its exemption under Section 
101(6) if, in 7 
its total 


reasonable in amount o1 


Organiza 


view of its exempt purposes, 


accumulations of income are un 
duration, are used 
to a substantial degree for other than exempt 
purposes, or are 


invested in such 


as to jeopardize the 


manner 
carrving out of such 


purposes 


It should be noted that the 
on certain transactions and against accumu- 
lations under Sections 3813 and 3814 are not 
applicable to 


Section 


prohibitions 


those 
101(6) 


organizations; educational organizations with 


organizations exempt 


under religious 


which are 
a faculty, curriculum and pupils in attend 
ance at the place of educ ation; publ cly Sup- 
ported organizations; and organizations to 
provide medical or hospital care or medical 


education or research 


Publicity 
general, organizations exempt under Section 
101(6) are 
like Section 
54(f) of the Internal Revenue Code does re- 
quire, with 


Filing and Requirements.—In 


not required to file income tax 


returns taxable 


corporations 

certain exceptions, that Section 
101(6) organizations file annual information 
returns call for 


returns. These 


Statements 
of gross income disbursements and 
information No 


required to be filed in the case of a religious 


, receipts, 


other financial 


return 1S 


organization, an educational 


organization 


with a curriculum and a body of students 


present at the place of and a 


charitable organization supported primarily 


educatt mn, 


by the general public. 


(Continued on page 591) 
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How to Defend Net Worth Cases 


By JOSEPH W. BURNS, Attorney, and MURRAY L. RACHLIN, CPA 


took 


Court 
action in 


Supreme 


()* Sapo 7, the 
t 


i¢@ most important recent 
when 
it granted eight petitions for writs of certio- 


rari. 


years in the field of tax evasion cases, 


The importance of this event to tax 
practitioners and taxpayers is emphasized 
by the fact that in four of the cases, the 
Court had previously denied the petitions 
All except the Swullrvan 
questioning the use of the net worth method 
in tax that 
consolidated for 
argument or argued consecutively. 


case raise imussues 


prosecutions It is probable 


these cases will either be 


The case which appears to have caused 


the Court to open up fully 
subject 


this important 
Calderon which 
Appeals for the Ninth Circuit 
a taxpayer's extrajudicial admis- 


was the 
the Court of 
held that 
sions with respect to 


case, in 


“cash on hand” could 
had first 
established the corpus delicti by independ- 
ent prool When’ the Cal- 
deron’s reply to the government’s petition, 
it had already denied the petitions of Gold 
McFe« The 


Calderon the increasing 


not be used until the government 


Court received 


baum, Banks, and Friedberg. 
that 


use of the net worth method by the govern- 


contention oft 


Goldbaum v. U. S8., 53-1 ustc § 9342, 204 F 
(2d) 74 (CA-9), cert. den. 346 U. S. 831 (October 
12, 1953), rehearing den. 3446 U. S. 880 (Novem- 
ber 9, 1953) 

Banks v. U. 8., 53-1 ust« 
666 (CA-8), cert. den 
19, 1953) 

McFee v. U. 8., 53 " 9549, 206 F. (2d) 
872 (CA-9), cert. den. 347 U. S. 927 (March 15, 
1954). 

Friedberg v. U. 8., 53-2 ustc § 9631 (DC Ohio), 
aff'd 53-2 ust 963: 3 F, (2d) 777 (CA-6), 
cert. den. 347 U. S. 916 (March 8, 1954). 

U. 8S. v. Calderon, 53-2 ustc § 9579, 207 F 
377 (CA-9) 
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{ 9402, 204 F 
346 U. S. 857 


(2d) 
(October 


-2 wustc 


(2d) 


Have Some Courts Overlooked 
or Ignored Basic Principles of 


Both Tax and Criminal Law? 


ment has resulted in some courts overlook- 
ing or ignoring basic principles of both tax 
and criminal law, may have had some part 
in the Court’s decision to reopen the other 
cases and examine into the entire net worth 
question. The denial the same day of the 
Mitchell v. U. S.? another net 
worth case, is some indication that the Court 
is concerned only 


petition in 


with basic principles, and 
not every application of those principles. 


The 


answer 


Supreme Court will undoubtedly 
several important questions which 
lawyers and accountants have faced in de 
fending net The 
increase in number of cases based upon in- 
direct proof of income has resulted jn sev 
eral able 


worth tax evasion cases 


discussions of court decisions 


Holland v. U. 8 
516 (CA-10) 

Smith v. U. 8., 54-1 uste 
496 (CA-1) 

Sullivan v. U. 8., 54-1 uste § 9333 (CA-10). 

On the same day the Supreme Court granted 
a petition in Opper v. U. §8., 211 F. (2d) 719 
(CA-10), a nontax criminal case, which involved 
the same principles with respect to the neces- 
sity for corroboration of admissions involved in 
Calderon and Holland, 

? Mitchell v. U. 8., 54-1 uste { 9150, 208 F. (2d) 
854 (CA-8) 


, 54-1 ustc § 9177, 209 F. (2d) 


{ 9257, 210 F. (2d) 





Mr. Burns is a member of the firm of 
Fulton, Walter & Halley, New York 
and Washington. 


Mr. Rachlin is a New York certified 
public accountant. 


involving this method oft prool 
cle will discuss 


the Court 


This arti 
some of the questions which 
will have and cer- 
tain guides to practitioners, until such deter 


minations are 


to determine, 


made 


In order to adequately defend a net worth 
case, it is essential that the tax practitioner 
thoroughly understand both the legal and 
accounting principles involved. In several 
re convictions have been obtained, 
the records that important 
Attorneys for 


cases whe 


indicate points 


both the 
government have based 
unsound and the 
court decisions have necessarily been based 
upon fundamental errors 


were not raised 


defendants and the 
their 


cases on premises, 


Important Distinctions 
Between Civil and Criminal Cases 


One reason for this situation may be 
that in some cases the tax practitioners did 
not have the specialized skill or experience 
required in this type of case 


accountant 


A lawyer or 
expert on civil tax 
law, but that does not qualify him to handle 
a criminal case. The 


accountants 


may be an 


normal cooperation 


between and 


benefits 


revenue 
both Sides in 
determination of civil tax 
may be a 
paver’s neck 


agents 
vhich in practice 
arriving at a tat 
liability 


noose 


around a_ tax- 
involved. A 
no different than any 
other criminal case, and a taxpayer’s repre- 
sentatives must be guided from the outset 
of the investigation by principles applicable 
to handling criminal cases. 


where 
criminal tax case 1s 


fraud is 


The basi 
ound 


reason tor many of these un 


court decisions has 


failure 
between 


be en a 


,to recognize the distinction 


civil 

Avakian, ‘‘The Net Worth Method of Estab- 
lishing Fraud,”’ Proceedings of New York Uni- 
versity Eleventh Annual Institute on Federal 
raxation, pp. 707-737; Rothwacks, ‘Indirect 
Proof of Income,”’ in Symposium on Procedure 
in Tax Fraud Cases (1950 American Bar Asso- 
ciation convention), pp. 47-88; Balter, Fraud 
Under Federal Tax Law (2d Ed.), pp. 313-321, 
115-417; Lipton, ‘‘Recent Civil Fraud Cases— 
Problems of Burden of Proof,'’ TAxEs, Febru- 
try, 1953, p. 110: and Webster, ‘‘Section 145(b) 
and Prior Accumulated Funds,’' TAxEs, Novem- 
ber, 1950, p. 1065 
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and criminal cases. Clear evidence of this 
failure is demonstrated by the fact that the 
Tax Court has refused to sustain charges 
of civil fraud in cases which were almost 
identical to cases on which courts of ap- 
peals have sustained convictions.* S nce 
these principles quite often have been ig- 
nored in practice, it is appropriate that they 
be restated here. 

Congress has provided three separate and 
distinct methods and procedures for enforcing 
the revenue laws: (1) a civil proceeding in 
which the Commissioner’s determination of 
a deficiency is prima-facie evidence that a 
tax is due; (2) a civil proceeding in which 
the Commissioner asserts a 50 per cent pen- 
alty for fraud (there is a very important 
legal distinction in the procedure for deter- 
mining a civil fraud penalty, and from that 
of determining an ordinary deficiency; for 
an ordinary deficiency the taxpayer has the 


burden of 


overcoming the Commissioner’s 


determination, but the Commissioner has 
the burden of proving fraud by clear and 
convincing evidence); (3) a 


which is 


criminal 
when the case 
addition to the 
this 


pro- 
available 

punishment in 
cent 


ceeding, 
warrants 
50 per penalty (in 
the Commissioner’s 


proceeding 
determination has no 
whatsoever; the 
burden of 


evidentiary value 
ment has the proving beyond 
a reasonable doubt every element of the of- 
fense, including a tax liability). 


gzovern- 


The government has been obtaining and 


sustaining convictions with less and less 
real evidence, and has stretched legal theories 
to a point where a careful re-examination 


of the legal principles involved is in order.’ 


Commissioner Should Determine 
Deficiency as Procedural Prerequisite 
to Prosecution 


The first defense which may be raised in 


any criminal tax that the 


Commissioner make a formal determination 


case 1s to insist 


of the proposed deficiency. This point does 


not appear to have been seriously considered 

‘Bonnie G. Gray, CCH Dec. 19,363(M), 11 
TCM 1213: A. C. Muldoon, CCH Dec. 19,841(M), 
12 TCM 897; Herman Semke, CCH Dec. 
18,113(M), 10 TCM 123; Estate of Maurice J. 
Lydon, CCH Dec. 19,306(M), 11 TCM 1119; and 
William L. Drake, CCH Dec. 19,278(M), 11 TCM 
1086 

>This article will not attempt to reconcile all 
conflicting decisions. Its purpose is to point out 
defenses which may be made and to indicate 
arguments in support thereof. The objective is 
to overcome adverse decisions by re-emphasizing 
basic principles which have been either ignored 
or violated 
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in any court opinion.’ It was raised by the 


defendant in the Remmer case’ in his brief 
in the Supreme Court, but was not passed 


upon since the case was 


remanded for a 
hearing on a point of criminal law 


During 
the earlier years of tax evasion prosecutions 
when the government’s cases 


were gener 


ally based upon direct proof of 


income 

omitted 
from the books and specific false deductions 
who kept no 


riminal tax lawyers may 


h as income 


specific items oft 


re against racketeers 
he requirement of a prior 
ax liability by the Com 
technicality with which the 


comply. While 


msist 


could easily 


hould upon such a 


ninal cases, there 1s 


this position im 


ot this defens« 
language of In 
Code Section 145(b): “. 


who 


is based directly upon the 
ternal Revenue 
any son willfully attempts in any 

vade ¢ defeat any tax imposed 
by this chapter or the payment thereof, shall, 
in addition to r penalties provided by 
(Italics supplied.) 
method provided in the Revenue 
Code and the regulations thereunder to “im- 
pose a tax” is by an official determination 
having the approval of the 
Section 272 requires that any claim for defi 
ciency in income tax be made by 


and prohibits any assessment or 


law The only 


l Internal 


Commissioner 


the Com 
missioner, 
proceeding in court to collect a deficiency 


until a 


notice of a deficiency is mailed to 


the taxpaye! 


It has been the 


spe cial 


practice for revenue and 


agents to prepare computations which 


they call “corrected” 


income and tax lia- 


bilitv, which generally, but not always, are 


discussed with the taxpayer’s representa 


tive Verv often the figures alleged in 
different 


theory 


are quit¢ 


different 


and are 
that 
The figures presente d 


trom 


» official status 
inion of 
has no higher probative 


ot anv other ex 


*Only three cases ever appear to have dis- 
cussed the point Capone wv. U. S., 2 ustc J 786 
51 F. (2d) 609 (CCA-7): Guzik v. U. S8., 1931 
CCH { 9681, 54 F. (2d) 618 (CCA-7), 
285 U. S. 545: and U. 8. v. 
CCH 255, 64 F 
289 | : 759 In 
vhether the 

demand were 
7 


pay could be 


cert. den 
Commerford, 1933 
(2d) 28 (CCA-2), cert. den 
these cases the issue was 
issessment of a deficiency and a 
prerequisites failure to 
offense, and the 


before 
considered an 
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pert accountant. The tax liability against 
which a taxpayer ought to be required to 
defend should be asserted authorita 


tively by the Commissioner, not one based 


one 


solely upon the opinions of revenue or spe 
cial agents and the prosecutor 


The government may 
is no point in having 
ment of a 


contend that there 
a procedural require 
formal determination of a def 
ciency | the Commissioner or district 
director, would 


not be 


since such a determination 
binding in a criminal case and the 
government would still be required to prove 
a tax hability reasonable doubt 
But this argument does not meet the prin 
cipal 


beyond a 


reason tor the 


requirement Every 


person is subject to the 


income tax laws, 
and it must be conceded that the ascertain 
ment ot liability generally in 
volves many differences of opinion between 


correct tax 


taxpayers and agents as to both 
law Such 


facts and 


those in 
volving policy, are discussed at conferences, 


questions, and also 
and very often changes are made in agents’ 
recommendations before 


mad \ 


convicted of 


a final determina 
taxpayer might well be 
a criminal charge, based upon 
an agent’s findings, where he may have been 
able to 


tion is 


obtain aces ptance ot his contentions 
by conferees and to have avoided prosecu 
tion. ‘There is so much room for different 
results in court in 
procedural step 
should be 


more serious consequences Of 


The situation in the 
vides an apt 


simular that no 


Cases 
civil 
imposing the 


a criminal case 


available in a 
eliminated 


case 
before 


Remmer case pro 
illustration of the justice of 
such a requirement. The defendant 
had filed several partnership returns 
for various enterprises in which he had a 
controlling interest with different partners 
Remmer was prosecuted on the theory that 
the alleged partnerships 
that all of the 
sole proprietor 
indictment, the 
a deficiency 


Rem 
mer 


were sham, and 
income belonged 
Prior to the 


Commissioner 


to him as 
filing of the 
had 
which recognized th 
partnerships as valid, and based deficiencies 
on the taxpayers’ 


Se rved 
notice 


method of accounting 


still 
taken 


The T: Court case is pending.” 


the government has contrary 


courts held that 
date the tax 
the point 


the offense was complete the 
was due. They did not consider 
now suggested—that the Commis 
sioner’s determination of a deficiency be a pro 
cedural prerequisite to a prosecution 


Remmer wv. U. S8., 53-1 ust 719421, 205 F 
(2d) 277 (CA-9), remanded for hearing 4-1 T 
{ 9274, 347 U. S. 227 


* Remmer v. Commissioner, Dkt. No. 23486 
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positions in the same case before two dif- 
ferent courts. It is unfortunate that the 
Supreme Court did not pass on this point, 
as it appears to be a cogent example in 
favor of the requirement.” 


Net Worth Method Should Be Used 
Only After Proper Authorization 
by Commissioner Under Section 41 


The defense available in any net 
worth case is to insist 
method by the 
by the 
worth 


second 
that the use of this 
authorized 
Whether the net 
considered as a “method 
“method of reconstruc- 
is immaterial, as Section 41 
provides that the net income of a taxpayer 


government be 

Commissioner. 
method be 
of accounting” or a 
tion of income” 


“shall be computed” in accordance with the 
method of 
by him in 


accounting regularly employed 


books The only 


the courts have cited for 


keeping his 
the use 
method in either civil or 
.” 
authorizes the Commissioner 
different 


authority 

of the net worth 
criminal cases is Section This section 
to use a method 
from the taxpayer’s only where (1) 
no method of accounting has been regularly 
employed or (2) the method employed does 


not clearly reflect the income 


The that a determination by the 
Commissioner that the books are inadequate 
to clearly reflect should be a pre 
requisite to use of the net 


point 


income 
worth method 
been discussed in 
any reported criminal case. It 
by the defendant Remmer in his brief in 
the Supreme Court, but the Court did not 
consider any tax questions due to the limited 
nature of the remand. Of such a 
determination is implicit in civil fraud cases 


does not appear to have 


Was Tralse d 


course, 


In the Remmer case, the government took 
the position in the Supreme Court that the 
courts of appeals have erred in regarding 
Section 41 as imposing a limitation on use 
of the net 
criminal tax 


worth method of proof in a 
case It contended 


that the net worth method is not a method 


evasion 


of accounting, but stmply a means for prov- 


ing that a taxpayer, whatever his method 


ol keeping books, has failed to show items 

*The Sullivan case, cited at footnote 1, in- 
volves a related question of the necessity for 
authorization by the Attorney General before 
a United States attorney may file an _ indict- 
ment in an income tax case 

” Jelaza v. U. 8., 30-1 ustc § 9149, 179 F. (2d) 
202 (CA-4); Lurding v. U. 8., 50-1 ustec % 9159, 
179 F. (2d) 419 (CA-6); Buttermore v. U. 8., 
50-1 ustc * 9228, 180 F. (2d) 853 (CA-6); Pollock 
v. U. 8., 53-1 ustc 7 9229, 202 F. (2d) 281 (CA-5), 
cert, den. 345 U. S. 993 (1953): Remmer v. U. 8., 
cited at footnote 7; James Q. Whittemore, CCH 
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of taxable income. This appears to be a 


shift in position by the government.” 


The government also contended that the 
net worth method of proof in a criminal 
case is used to test the verity of the books 
and not the adequacy of the basis on which 
they were kept. This many 
which courts have approved the 
use of the net worth method because of 
lack of books or their inadequacy to clearly 
reflect 


iznores the 
cases in 


income 


The use of the 
tax fraud 


net worth method in civil 
cases has been discussed many 
Court. The limitations 
upon its use were stated clearly in Talley 

“The 


worth 


times in the Tax 


limitations of the 
method are 


increase in net 
Often it 
statement of in- 
come or the placing of income in the wrong 
year and, at best, it yields only an approxi 
mation. It 


well known. 


results in an imaccurate 


is a method of reconstructing 
income rather than a method of computing it 


“The ordinary method of computing tax- 
able income in accordance with the general 
pattern of the Code is to subtract allowable 
deductions from a taxpayer’s gross income. 
The 


course, not in 


increase in net worth method is, of 
with this statutory 
pattern and is permitted by virtue of section 
41, I. R. C., only in unusual circumstances, 


none of which 1s present here 


“Section 41 provides 
shall be computed 

the method ot 
ployed in 


accord 


that 
in accordance with 
accounting 


‘net income 
regularly em 
books’ of the 
The Commissioner’s authority un- 
der section 41 to 


accCe wrdance 


keeping the 
taxpayer 
compute the income ‘in 
method as in the 


Commissioner 


with such 


opinion of the does clearly 


if no method 
of accounting has been regularly employed 
in keeping the books of the taxpayer, or ‘if 


reflect the income’ exists only 


the method employed does not clearly reflect 
the income’. See Regulations 111, 
29.41-1 and 29.41-2.” ” 


In civil cases, authority for using the net 
worth 


sections 


method has always been based on 
Section 41." Certainly the government can 
not contend a criminal case has fewer saf¢ 


Dec. 16,700(M), 7 TCM 845 
Dec. 17,664(M), 9 TCM 415: 
CCH Dec. 18,692(M), 10 TCM 1132: Thomas A 
Talley, CCH Dec. 19,778, 20 TC No. 101 
Booker W. Evans, CCH Dec. 20,065(M), 12 TCM 
1470; Rothwacks, article cited at footnote 3. at 
p. 52 

" Symposium on 
Cases, cited at footnote 3 
52, 87: Platt, at p. 160 

2 Thomas A. Talley, cited at footnote 10 

"% See footnote 10 


Ameen Jacob, CCH 
Murray Glackman, 


Procedure in Tax Fraud 


Rothwacks, at pp 
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guards for a than a civil 
Where books are adequate to reflect income 
there must be [ 
unrecorded 
method 


taxpayer case 


some external evidence of 


income, in order to use this 
There is no prescribed detail as to 


just what books or how many must be kept." 

Whether the justification for the Com- 
missioner to authorize the use of the net 
worth method is a question of law for the 
court or a question of fact 
is unsettled. 


for the jury 
In some cases the question 
has been given to the jury to decide.” In 
others it appears to have been determined 
by the court.” In either case, it is evident 
that the government cannot simply put an 
agent on the stand to testify that 
opinion the books were inadequate, and 
rest The books must be produced 
that the taxpayer may 
to prove their adequacy 

the taxpayer’s accountant may testify 


in his 


there 

in court, so offer 
Also, 
why 
Even 
a court believes it is a question for 


testimony 


in his opinion the books are adequate. 
where 
the jury, if it does not find enough indica- 
tions ol permit a jury to 
the question, it may as a matter 
hold they are adequate, and deny 
the government the privilege of using the 
net worth method.” 


inadequacy to 
determine 
of law 


There is no 
tutes 


single test of 
adequacy, but the 


what consti- 
Tax Court has 
been quite liberal toward taxpayers in this 
respect.” In Talley, the court said 


“The lack of conformity between returned 
income and income shown on the books of 
account and respondent’s inability to recon 
cile the two did not in and of 
justify 


themselves 

the use of the increase in net worth 

method of reconstructing income.” 
Although 


ce dural, 


these two defenses are pro- 
made until such time 
specifically overruled by the 
courts. A holding that the Commissioner 
must first determine a deficiency in any 
criminal tax and that he must also 
determine the inadequacy of the taxpayer’s 
books in a worth 


fore proceed, 


they may be 


as they are 


case, 


criminal net case be 


prosecution 


may does not 


'* Bechelli v. Hofferbe rt, 53-1 ust 
F. Supp. 631, 632 (DC Md.) 
cited at footnote 10 

% Remmer wv. U. 8., cited at footnote 7; U. 8S. 
v. Friedberg, cited at footnote 1 

6 Buttermore v. U. 8., cited at footnote 10 

Bechelli v. Hofferbert, cited at footnote 14 

" Thomas A. Talley, cited at footnote 10; 
Murray Glackman, cited at footnote 10; James 
Q. Whittemore, cited at footnote 10; and Ameen 
Jacob, cited at footnote 10. 

1” 48-1 ustc { 9312, 168 F. 
cert. den. 335 U. S. 853 


{ 9354, 111 
Ameen Jacob, 


(2d) 997 (CCA-7), 
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give such determinations 
value to support 


any substantive 
the government’s conten- 
The point is that since such deter- 


minations are a prerequisite to any assessment 


tions. 


or collection of tax, they must necessarily 
be a prerequisite to a charge of an attempt 
to evade a tax. But the government is still 
required to prove beyond a reasonable doubt 
a substantial tax 


using a different 


deficiency, 
method of 


and justify 
accounting 


Proof of Source of Income 


After the government has satisfied these 
procedural prerequisites, it must prove (1) 
a source or 
for the 


sources Of income to account 


increase in net worth and (2) a 


fixed starting point at which time the tax- 
payer’s financial condition can be 
established 
The defense against the government's proof 


affirma- 


tively with some definiteness 


of source of income will necessarily vary 
from case. A 
decided 


case to knowledge of the 


facts in the cases is essential in 
order to attempt to distinguish the particu- 
lar case under The govern 
ment sometimes makes the statement that 


it need 


consideration. 
show only a “possible” source of 
the alleged unreported income, without show 
ing any specific that 


specific 


items omitted 


money re 
However, the cases do not support 
this contention. 
ae 


phrase 


were 
or even showing any 
ceived. 
In one case frequently cited, 
Chapman,” the court did use the 
“possible source of income,” but 
this source was the testimony of witnesses 
that they paid the 
prices for meat to the defendant in currency, 
and that he directed them not 


record of the payments 


excess oO! over eiling 


to make a 


In many cases the government proved a 
specific source of income by showing that 
the defendants were wholly or partially en 
gaged in gambling activities, and that they 
kept incomplete books and records, or no 
records at all.” In other cases there was 
specific evidence of a source, accompanied 
by acts of concealment or deception which 
justified the inference.” 

* Schuermann v. U. 8., 49-1 ustce 9 9281, 174 
KF (2d) 397 (CA-8), cert. den. 338 U. S. 831 
U. 8S. v. Johnson, 43-1 ustc § 9470, 319 U. S. 503 
U. 8. v, Potson, 49-1 ustc § 9119, 171 F. (2d) 495 
(CA-7): U. 8. v. Vassallo, 50-1 uste § 9320, 181 
F. (2d) 1006 (CA-3); Lurding v. U. 8., cited at 
footnote 10: U. 8S. v. Skidmore, 41-2 ustc % 9716, 
23 F. (2d) 604 (CCA-7), cert. den. 315 U. S. 800 

1 Bell v. U. 8., 50-2 ustc § 9499, 185 F. (2d) 
302 (CA-4), cert. den. 340 U. S. 930; Gendleman 
v. U. 8., 51-2 ustc § 9474, 191 F. (2d) 993 (CA-9) 
Davena v. U. 8., 522 uste { 9392, 198 F. (2d) 
230 (CA-9); Mitchell v. U. 8., cited at foot- 
note 2 
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A “possible” source of income must be 
either (1) a definite source of income not 
reflected in the books or on the return or 
(2) income reflected in the 
books, is recorded either incorrectly or with 
demonstrable omissions 


which, while 


The government 
some connection between a defi- 


nite source ol 


must show 
increase in 
In the Chapman case, the gov- 
that 
specific sales of meat was not 
the books and was tax- 
bank gambling 
cases the government showed that the tax 
payers actually received money from gam 
bling and kept no records 


income and the 
net worth 
showed 


ernment Irom 


recorded in 
deposited in the 
account In the 


some currency 


payer! Ss 


In those cases 
thie jury 
all the 


the net 


was permitted to conclude 


from 
that all of the increase in 
reflected 
Court has in- 
sisted that the government establish a defi- 


evidence 


worth of bank 


cle posits 
current income. The Tax 


nite connection known 


income in order to sustain fraud penalties.” 


with a source of 


In defending this type of case, whether in 
court of investigation, the fact 
overlooked that all agents do 
not do the same thorough job 
short 


during an 
must not be 
Sometimes 
avoid a great 
investigation. <A sharp 
lookout by defense counsel may reveal weak 
spots in the case which the government 
Such spots may safely be 
with enforcement 


they attempt 


deal of 


cuts to 


laborious 


cannot 


di scu +4 d 


correct 
counsel or the 
Department of 
that the 
in court 


Justice to them 


stand up 


convince 


propose d case will not 


Defense should 


the necessity for the 


counsel] argue strongly 


government to show 
some specific items of which were 
The situation is more likely 


where the taxpayer 


income 
not reported 
to a®rist has some rec 
worth is sub- 
recorded net income 
government has _ not 
“bare” net worth 
that is, where the principal proof was solely 
worth There 
circumstances Or 


ords but the increase in net 
stantially 
Up until 


above the 
now, the 
prosecuted any cases, 


crease in net have 


always 


been “other” admissions 


whi h were 


Where the 


specih 


sufficient to spell out a case 


unable to 
re ly 
dep sits as 


agents are trace 
items oft 


unidentified cash 


income, they 
bank 
in net worth resulted from 
concealed However, the 
burden is on the government to make a 


connection between a known source and at 


upon 
proof 
that the increas 


current income 
least some part of the unidentified deposits 


2 James Q. Whittemore, cited at footnote 10; 
and William L. Drake, cited at footnote 4 
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Otherwise, the possibility that the unidenti- 
fied deposits represent gifts, inheritances, 
nontaxable income or prior accumulated 
funds is as consistent as the likelihood that 
they reflect current taxable income; and 
the evidence will not justify a finding against 
the taxpayer.” 


Legal and Accounting Objections 
to Net Worth Statements as Indication 
of Annual Income 


The net worth statement itself presents 
many legal and accounting problems. The 
kind of net worth statement used by the 
government is not a true 
ment from the 


rather a 


“net worth” state 
accounting standpoint, but 
statement of visible assets listed 
at cost owned by the taxpayer on a specific 
day, known liabilities. The 
ment adds to its list of assets known 
expenditures during the year, such as insur- 
ance premiums, paid 
and an estimate for living The 
statement deduct any nontaxable 
income, nontaxable portion of capital gains, 
inheritances, gifts, etc. It cannot list assets 
at present value, since depreciation and in 


less govern 


contr ibutions, taxes 
expenses. 


should 


crease in value above cost cannot be con 
sidered in treating assets as derived from 
current income. 


The net worth method may sound like a 
fairly definite method to ascertain increases 
in income, but it has many complications 
Its first weakness is that it is nat an accu 
rate method of reflecting annual income.” 
Over a period of several years, a steadily 
increasing net worth may justify an infer 
ence of income, but it does not show defi- 
nitely in which year. The government rarely 
has the complete proof necessary for an 
accurate statement, and usually relies upon 
assumptions and incomplete proof. Where 
a taxpayer known to have owned 
$100,000 in securities on January 1 and not 
on December 31 of the year, the 
know whether his net 
worth decreased without ascertaining what 
happened to the proceeds. If the taxpayer 
realized a capital gain of $100,000 on such 
securities, kept the $200,000 in a 
vault until the following year and then 
purchased $200,000 worth of new securities 
the government might assume this reflected 
at least $100,000 of new income in the year 
The 


whether the 


was 


same 


government cannot 


entire 


ot purchase 


know 


would not 
reflected a 


government 
$100,000 


* Kirsch v. U. 8., 49-1 ustc 9 9274, 174 F 
595, 601 (CA-8) 
“™ Thomas A. 


(2d) 
Talley, cited at footnote 10 
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capital gain or ordinary income. It might 
correctly assume the amount of gain, but 


place it in the wrong year. 

Since the government’s net worth state- 
ment is generally based only upon what the 
agent could “see,” it is often possible for 
the taxpayer to show substantial 
The finds 
evidence of 


errors. 
government 
loans, so that 
the taxpayer 
reduce the 
ina 


evidence of 
repayment to 
substantially 


rarely 


very often may 
supposed in¢rease in net worth 
given year. Other receipts not found 
by the agent might be shown, such as non 
taxable interest, recoveries in lawsuits, sol 
dier’s bonus, proceeds of insurance, 
inheritances, money or property being held 


for others, etc 


giits, 


Burden Is on Government to Establish 
Starting Point with Reasonable Accuracy 


The 


worth 


most important the net 
the point “ 
[his is the place where the government has 
run into difficulty from both the legal and 
accounting viewpoints. The 
the various courts of appeals do not give a 
clear rule to follow. 


part of 


statement is “starting 


dec sions of 


There is a difference 
both and 
courts as to whether there is an actual con 


oft opinion among practitioners 
flict in authority on basic principles, or just 
a different approach in applying basic prin- 
ciples to different situations. Some consider 
that decisions of the Fifth and Seventh 
Circuits” conflict with those of other 
Applying the reasonable hypothesis 
rule of circumstantial evidence cases, these 
hold that the government must 
establish the starting point with reasonable 
certainty, and exclude the hypothesis that 
any increase in net worth came from prior 
accumulated funds. 


Although the government has often en- 
deavored to distinguish the Bryan and Fen 
wick stated recently in its brief to 
the Supreme Court in the Remmer case that 


cir- 
cuits 


de« 1ISiONS 


cases, it 


in those cases the agents had made an in- 
complete investigation, and the government 
forced to admit that there might well 
which had not been 
In the Remmer case, the court of appeals 
stated: “The fundamental question presented 
is what quantum of proof must be offered 
by the Government before 
properly submit the case to a jury 


was 


be assets considered 


a trial court can 


Whether 


2% Bryan v. U. S., 49-1 ustc { 9322, 175 F. (2d) 
223 (CA-5); Demetree v. U. S8S., 53-2 ustc 9 9646, 
207 F. (2d) 892 (CA-5); and U. 8. v, Fenwick, 
49-2 ustc { 9448, 177 F. (2d) 488 (CA-7) 

*6 205 F. (2d) at p. 286 

7 207 F. (2d) at p. 377 
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been introduced in 
a given case will of course depend upon the 
facts of that particular case.” ” 


sufficient evidence has 


In the Calderon case, the same court said: 
“The burden of proof is on the prosecu 
tion as to pertinent starting item of 
the net worth statements to a reasonable 
certainty.” * The court held that the failure 
of the government to introduce independent 
proof of “cash on hand” 
statement of no value. 
use of the defendant's 
cash on hand because the corpus delicti had 


each 


made the net worth 
It refused to allow 
admissions as to 


not been proven by independent evidence. 

The big point always raised is the amount 
of cash on hand at the beginning of the 
period. While the Calderon 
considerable aid to taxpayers, by no means 
does it put an end to net worth cases. Nor 
does it mean that admissions may never be 
used against a taxpayer. It does mean that 
the agents will have to do a thorough job 
of investigation for the period prior to the 
starting point to likelihood 
that the taxpayer sufficient cash on 
hand to make a difference in the result. 
The government frequently has obtained 
convictions by doing such a thorough job 
of investigation.” The only handicap given 
to the government in the Calderon case was 
to deny it the right to rely solely upon an 
admission to establish the amount 
on hand 


decision is of 


negative the 


had 


of cash 


Defenses to Use During investigation 
The 


discussed point out defenses which may be 


legal principles which have been 


made at the trial of a net worth case. They 
are also the guide to what defenses may be 
raised during an attempt 
to avoid an indictment 


investigation to 


Investigation of tax cases involving fraud 
and evasion present a quandary to tax prac- 
titioners, the government and the 
Two conflicting meet head on, 
and a completely satisfactory solution has not 
yet been found. 
nue is of the 


courts 
objectives 


The collection of the reve- 

utmost importance to the 
the cost of government, and 
elaborate laws and regulations with respect 
to keeping and 
have developed 


financing of 


records computing taxes 
The necessity for 
cooperation between a taxpayer and a reve- 


nue agent to determine a correct tax liability 


been 


% McFee v, U. 8., cited at footnote 1; Barcott 
v. U. 8., 48-2 uste J 9377, 169 F. (2d) 929 (CA-9); 
U. 8. v. Vassallo, cited at footnote 20; and 
Gariepy v. U. 8., 51-1 { 9318, 189 F. (2d) 
459 (CA-6) 
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is unquestioned And the law requires a 


taxpayer not only to keep books and rec- 
which reflect his tax liability, but to 
them to a But in 
defendant 
is not required to cooperate with the investi- 
wating agent nor to 


ords 


show revenue agent 


most types of criminal cases, a 


show him any personal 
might imeriminate 


2 


which 


records 


him 


Whether a 


to decline to 


taxpayer has the legal right 
books and records 
to an agent is not free from doubt In 


l S. uv. Guerrina,” 


show his 


a district court upheld 
ut in Falsone v. U. S.,™ 
Appeals for the Fifth Circuit 
right by implication in holding 
that an accountant could be required to turn 
over a taxpayer's books to a revenue agent. 
Although the declined to 
review the case, the question is of 
that the Court 
have to pass on it 


the taxpayer’s right 
the Court of 
demed the 


Supreme Court 
such 
importance will eventually 

Until a final 
may 
f the 


produce 


ruling 1s 
invoke 
Amendment and 


made, taxpayers continue to 
Fifth 
personal books and rec- 
them Of 
books of a corporation must be pro- 


though 


the protection 
decline to 
ords which might incriminate 
course, 


duced, they 


chief stockholder 


even incriminate an 


otheer of 


Even if the tax- 


risks by de 
Assuming that 
riminate 


privilege is granted, a 


payer invites certain obvious 


clhining to produce records 


the records might in him, he has 


no real alternative but to refuse to produce 
them 


and This immedi- 
subject to the net worth 
where the 
upply the agent 
and it may 
the books, as long 


take his chances 


ale 


y makes him 


treatment But there are cases 


books themselves will not 

th all the 
be prudent to turn over 
a the 


ment to the agent 


ev ice nee he Tie eds, 


taxpayer does not make any state- 


There is a distinction 
agent in an 
him. This 


two reasons 


between cooperating with an 


investigation and obstructing 


distinction is very important for 


First, an experienced 


that a 


agent recognizes 


taxpayer is not required to incrimi- 
Accordingly, he is not likely 
taxpayer 


decline to 


nate himself 
to be 


representative 


vindictive u the and his 


politely answe! 
state 


to give considera 


questions or to prepare a net worth 


ment. He is more likely 
The question of the extent to which a tax- 
payer should cooperate with the agents during 
an investigation has been ably discussed by 
others. Sympostum on Procedure in Tax Fraud 
Cases, cited at footnote 3 Avakian, at p. 99 
Arent, at p. 117. Baradel, ‘‘How a Practitioner 
Should Prepare for a Fraud Examination,” 
Proceedings of New York University Twelfth 
Annual Institute on Federal Taxation, p. 57 
53-1 ustc § 9369, 112 F. Supp. 126 (DC Pa.) 


5AA July, 


1954 °@ 


tion to evidence and contentions put forth 
when the 


atmosphere is one of fairness, 
when the legal rights of both the taxpayer 
and the government are But 
his attitude different if 
he is investigation by 
being deprived of information to which he 


is entitled. 


recognized. 
entirely 
obstructed in his 


may be 


Second, if an indictment should be filed, 
the taxpayer will be able to avoid the charg« 
of failure to cooperate in the investigation, 
which is generally more 
any other evidence. 


damaging than 


The nature and extent of cooperation will 
necessarily depend upon the circumstances 
of the particular case, but there are certain 
types of information or records 
erally should be made available. 
criterion in 
made 


vhich gen 
The main 
determining what should be 
available is: Could the agent 


himself from other sources? 


pro- 
Thus, 
copies of the taxpayer’s tax returns, tran- 
scripts of bank and 


cure it 


brokerage accounts, 
checks, which 
could be recorded on a bank’s Recordak may 
usually be shown to the agent 


and sometimes cancelled 


In spite of the 
keeping his 


success of Calderon in 


admission out of evidence, it 
remains a cardinal principle of tax evasion 
cases, as in all that a tax- 
payer should never make a statement to an 
agent Neither a taxpayer nor an account 


ant should submit a net worth statement to 


criminal cases, 


the agents or confirm the one prepared by 
them. The law does not require a taxpayer 
to keep a worth at the 
beginning and end of each year 


record of his net 
Tax prac 
titioners must realize that they have 
to gain 


nothing 
lose In 
cases, the fact that a taxpayer’s accountant 


and everything to some 


confirmed or failed to object to an agent's 
net worth taken as an 
lhe 
taxpayer’s representatives should insist at 
all times that 
ment is not 


statement has been 


admission of the taxpayer at a trial 


the agent’s net worth state 


correct. They are justified in 


taking such a 


position, as it is generally 
impossible to recreate an accurate net worth 


statement going back several 


years if the 
taxpayer did not keep accurate records of 


his net worth at the each 


end of year. 

53-2 ust ' 9467, 205 F 
cert. den. 346 U. S. 864 

% See Murphy, “The Privilege Against Self- 
Incrimination,"' Proceedings of New York Unt- 
versity Eleventh Annual Institute on Federal 
Taxation, p. 737: Doyle, ‘‘Recent Cases,’’ Pro- 
ceedings of New York University Twelfth An- 
nual Institute on Federal Taxation, pp. 1 and 
following 

' Bell v. U. 8., cited at footnote 21 


(2d) 734 (CA-5), 
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Neither the agent nor the accountant can 


be sure of the starting point net worth. 


In attacking the net worth 
problem of tactics is involved. 


Statement, a 
It generally 
does the taxpayer no good to point out a 
few errors to an agent, which do not sub- 
stantially affect the total amount. It is 
better to wait until a later stage, after the 
agent’s report has been submitted. At that 
time, pointing out government 
counsel cause him to 
doubt whether the agent’s testimony will 
stand up at a trial. An early attack may 
achieve only a reduction in income and tax, 
whereas propitious moment 
may change the case from criminal to civil. 


errors to 


may be enough to 


choosing the 


The better approach is not to try to per- 
suade government counsel that the taxpayer 
is innocent, but to point out 
would not be likely to convict. 


These attack may be used: to 
show that the agent used figures other than 


why a jury 
types of 


cost of certain assets and that he included 
as assets items which should not be so in- 
cluded—such as the surrender value of life 
insurance policies, nontaxable interest, non- 
taxable portion of lawsuit 
recoveries, gifts, bequests and inheritances 
The may 
counting method 


capital gains, 


agent used a different ac- 
than the taxpayer did— 
for example, cash basis instead of accrual. 
Particular must be paid to the 

Without attempting to give 
corrected starting point net 
worth, the accountant should look for spe- 
cific omitted by the 
called to his 
the existence of 


have 


attention 
starting point. 
the agent a 
items 


agent which 


could be attention, 


such as 
safe deposit boxes, cash, 
securities or jewelry and any brokerage or 
bank accounts not reflected. The objective 
is to demonstrate that the agent’s starting 


Where 


hand is claimed, it is essential to have some 


net worth is incomplete cash on 


sort of corroboration from witnesses, favor 
able financial statements not discovered by 
the agent or closed-out brokerage accounts 


indicating cash at one time Reasons for a 


taxpayer holding large amounts of cash 


should be 


ceal 


shown such as a desire to con 
wealth from an estranged or divorced 
wife, or gifts from parents which might be 
Where 


unidentified bank deposits are used by the 


contested by brothers and sisters 
agent to establish that the increase in net 
worth was due to current income, a record 
of visits to a safe deposit box a short time 
prior to a deposit may be shown to estab- 


43-1 ustc § 9243, 317 U. S. 492, 499 
% Demetree v. U. 8., cited at footnote 25 
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lish that the deposit came from prior ac 
cumulated funds 


At this point the agent may contend that 
if the taxpayer had the amount of cash he 
claims at the starting point, he must have 
evaded his taxes for years. That 
contention is immaterial, as the govern 
ment must prove income during the years 
open for and the important 
thing is for the taxpayer to demonstrate by 
evidence that he had cash on hand, regard 
less of its source, in prior years. Funds 
might have come from illegal sources, such 
as black-market sales o1 


pt i rT 


prosecution, 


dealing in contra 
band, when the failure to disclose the in 
come due to 
an offense other than 


earlier was fear of showing 
tax evasion. Some 
times agents point to personal property tax 
returns as indicating lack of assets. It is 
better to admit the offense involved there, 
if there is concrete evidence of assets which 
will support the taxpayer’s contention of 
prior accumulated funds 


Intent to Evade 


A strong 
a bare net 
evidence 


made that 
sufficient 


argument 
worth 

which a jury may 
draw the inference of intent to evade. 


may be 
case lacks 
from properly 
Such 
a case consists of building inference upon 
inference, with no 


fulness 


direct evidence of will 
The jury has to infer that (1) the 
increase in net worth 
income, (2) it 
the taxpayer 
mncome 


from taxable 
income and (3) 
that 
conduct 
may find the affirmative 
action or concealment indicated in Spies v 
establish the 
to evade. A bare 
which the government 
and shows an annual 
increase beyond the reported income lacks 
an essential element of proof.” 


was 
was current 
knew he owed a tax on 
There is no evidence of 
from which a jury 
U. S..™ as necessary to ele- 
ment of willful 
net worth 
simply 


attempt 
case in 
lists assets 
There must 
be something additional, such as failure to 
keep false entries in 


rece yrds of income, 


books, concealing sources of 


imcome, con 


cealing ownerships of assets by use of 


dummies or relatives, attempts to bribe, etc 
burden is on the government to 
establish with reasonable certainty that the 
increase in net worth could not have come 
from nontaxable income or funds accumu- 
lated prior to the taxable period.” Trial 
courts have charged juries that they must 
be satisfied beyond a reasonable doubt that 


(Continued on page 568) 


a he 
Pie 


8., cited at footnote 1; Remmer 
v. U. S., cited at footnote 7. 


% McFee v. U 
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Theory 


of Taxation 


In Order to Have a Law of Income Taxation Worthy 


of That Title, We Have to Agree upon the 


Main Philosophy and Framework, Whatever It May Be 


Developing a Law of Income T. 


N MY OPINION? the law of income 

taxation cannot properly be explained in 
the classroom or in practice, until we first 
agree that it is a separate title of law. By 
this I mean that there should be general 
agreement that it is a distinct subject, com- 
posed of rules of law peculiar to the taxing 
of income 


This is not to say that distinct rules are 
being developed respecting all aspects of 
income taxation or that they should be so 
developed. Many problems arising because 
of the income tax may be solved by general 
tax law or by the principles and standards 
of other branches of law. 
should be. But it does not 


of the problems are of 


This is as it 
follow that all 
this character. In 
truth, to meet the singular problems arising 
in respect of the tax, new rules as well as 
old ones are being given a place in income 
taxation. 


For this reason, I believe we shall simplify 
our understanding of the nature and scope 
of the law of income taxation if we divide 
the legal opinion availed of in income taxa- 
tion into two categories: (1) that which is 
common to the income tax and to other 
law, such as that generally 
applicable in taxation or pertaining to prop- 
erty rights, contracts, 


branches of 


sales, credit trans- 
actions, agency, partnerships, corporations, 
or trusts and estates; and (2) that which is 
peculiar to taxing The body of 
legal opinion peculiar to the tax is the source 


incomes. 


of the rules which properly may be called 
the law of income taxation, separate 
distinct from other titles of law. 


and 


To date, however, the law has not been 
organized upon this basis. The tax compu- 
tations include profit and loss statements 
similar to those employed in accountancy; 
they have a mathematical sequence and 
accuracy; and the structure of the taxing 
acts usually tends to fit into this scheme. 
But for the most part the legal standards 
and rules are presented as a collection of 
heterogeneous instances. If they are con- 
nected by a central thesis, they have not 
been organized around it to show its prog- 
ress or the departures from it. In other 
words, we do not have a generally recog- 
nized, well-defined law of income taxation. 

At this point I should make it clear that 
the law of income taxation, as that term is 
used in this discussion, is a reasoned and 
intelligible system of thought which develops 
and continues in effect, regardless of the 
merits or defects of a given statutory provi- 
sion, court decision or administrative regu- 
lation or ruling. It does not have its origin 
solely in the taxing statutes, in judicial deci 
sions or in both combined. It is derived 
from all legal opinion upon the subject of 
taxing incomes, whether the opinion is found 
in legislation or is that expressed by judges, 
administrators or other persons. Its im- 
pulses are in the average judgments of the 
people.” And its development is in the pre- 





‘The author emphasizes that this discussion 
represents his personal views and is not to be 
interpreted as the official opinion of the Treas- 
ury Department or any unit or bureau thereof. 

2''The law that will work is merely the 
summing up in legislative form of the moral 
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judgment that the community has already 
reached."" The New Democracy (The Public 
Papers of Woodrow Wilson) (1926), Vol. I, p. 
436. ‘‘The general ideas of law that lie back 
of all detailed laws comprise a system of legal 
philosophy older and more profound than legis- 
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i©® Taxation 


By HERMAN T. REILING 
Assistant Chief Counsel, 


Internal Revenue Service 


diction of the general consensus of all legal 
opinion which, when generalized and re- 
duced to a workable system of rules, may 
be readily understood and explained and 
may therefore properly be said to be a law 
of income taxation. 


This, I believe, is the correct explanation 
of the law. As so simply and impressively 
put by Abraham Lincoln, ours is a govern- 
ment of the people, by the people, for the 
people. We have a democratic form of gov- 
ernment in a society which has universal 
suffrage and freedom of thought and expres- 
sion of opinion. This system of government 
originated with the governed and con- 
stitutes the instrumentality for enforcing 
their collective will and opinion, It did not 
come to them by the assent of any prince or 
dominant class. Our law does not have its 
origin in the will and commands of a ruler 
or ruling group with superiority gained by 
Then, 
democratic 


birth, tradition, age, riches or force. 


too, our government has been 


(Footnote 2 continued) 

lation, on which we base an ever growing body 
of legal learning which approaches a science 
of civilized life." Address of Justice Robert H. 
Jackson, “‘The American Bar Center: A Testi- 
mony to Our Faith in the Rule of Law,”’ 
40 American Bar Association Journal 19 (Janu- 
ary, 1954) The same is true of that derived 
from judicial or other opinion. ‘‘A law can not 
work until it expresses the spirit of the com- 
munity for which it is enacted.'’ The New 
Democracy, Vol. II, p. 250. As reportedly 
stated by the French critic and literary his- 
torian Emile Faguet, “‘it was not until Savigny 
that people began to see that M. (Montesquieu) 
was really trying to insist upon the relativity 
of law and the impossibility, in making law, 
of doing more than register the acceptance of 
a frame of mind which was become general.”’ 
Holmes-Laski Letters (1953), Vol. 1, p. 622. Of 


Law of Income Taxation 


in form from its beginning. In conforming 
to or breaking away from traditions previ 
ously established, our problem has not neces- 
sarily been the that where a 
government began in a nondemocratic way.” 


Same as 


In what I have said, it is implicit that 
our law of income taxation is not judge- 
made.* This is to say, its origin is not in 
judicial decisions. The judiciary is one of 
the instrumentalities through which the peo- 
ple predict what the general consensus of 
opinion is, and what the lawyis. Judges do 
not have lawmaking power. They did not 
have the under the common law 
which derived its authority from usages and 
customs of immemorial antiquity. And 
democracy’s fundamental basis, together 
with its system of separation of powers, 
precludes the judges from being lawmakers 
in the United States. 


power 


Concededly, a judge settles disagreements 
in individual cases. But the settlement of a 
controversy does not necessarily establish 
a rule of law; and, even if it has some prece- 
dent value, it certainly does not shut off all 
opinion which thereafter may bear upon 
the point. To elaborate the point by an apt 
comparison, a cloud may hide the sun but it 
does not stop the sun from shining. 

This is not to say that the judicial settle 
ment of may not contribute 
to the development of the law of income 
taxation. Even opinion which is found to 
be unworkable and unacceptable may aid in 
predicting the general view. The process 
is such that unacceptable opinion eventually 
may become a heroic casualty as the law 
progresses toward that perfection which we 
all desire but which probably never will be 
attained. 


a controversy 


And it also is true that the law of income 
taxation is not legislature-made. In a de 
mocracy such as ours, a legislature is not 


course, the average judgments are not neces- 
sarily evidenced by the events at a given time 
or short period of time, and for this reason 
Judge Learned Hand's views as to the ‘‘common 
will’ should not be construed to be contrary to 
the position here stated Cf. Irving Dilliard, 
The Spirit of Liberty, Papers and Addresses of 
Learned Hand (1925), pp. 47 and following. 

* As, for example, in England where even the 
common law was developed by itinerant justices 
appointed by the king at a time when the 
Parliament was king-selected, and its force and 
effect depended upon immemorial usage and 
universal acceptance, looking backward to the 
days before the beginning of the decline in 
feudalism. 

*Cf. Robert N. Miller, ‘Federal 
Makers of Income Tax Law,"’ 6 Taa 
view 151 (January, 1951) 
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Law Re 


547 





selected by a ruler; and it does not have 


despotic, tyrannical or even benevolent auto 


cratic power such as that incident to persons 
who rule by 


vho virtue of rank in a 


The function of the 


superior 
nondemocratic society 


legislature is to bring the law of income 


taxation into bring into 
operation such part of the law as is essential 


to carry out the collective will of the people 


operation or to 


He nee, an could be a 
legislation, if we were in 
cement as to what the 


taxation 1S or it we 


income taxing act 


matter of simple 
yeneral agi law of in 
come satisfied to 
leave it to the taxpayer and the administrator 
to agree upon the rule to be 


differences to be 


were 


applied, their 
settled by the 

\s a practical matter, however, 
taxation, especially that collected 
always be satisfactorily 


The 


general agreement may at times 


be slow; the 


resolute 


mconne 


at high rate Ss, cannot 


administered in this mannet process 


ot reaching 
exigencies of administration 
- and it 


and frequently has been deemed 


may demand speedy certainty may 


be necessary, 


advisable, to make predictions of law and 


them in 


incorporate legislation. 


what extent this procedure secures 


certainty is a point on which the 
evidence has not been assembled and appraised 
upon This much, how 


a qualitative basis 


ever, may be said: Where a rule is enacted 


in statutory form before full discussion and 
what the 
should be, it may be difficult to 


upon a 


considerable generalization as to 


rule is or 


agree sound statutory rule or to 


agree upon a Satistactory 


the rule after it 


construction of 
Furthet 
if it develops that the legislature has 
not made 


has been enacted. 
lore, 
a clear, comprehensive prediction 
of law or has not adequately stated the pre 
diction, the rule may prove to be unwork- 
able, making litigation or further legislation 


necessary 


shows, the 
form 
Indeed, at 
this stage in the cde velopment, it may be im- 


\lso, as the history of- the tax 
enactment of rules of law in statutory 


has been on a piecemeal basis 


practical—if not impossible—to codify the 


entire law of income taxation and present 
a full statement of all of 
applied. And if 


branches of law is any 


in statutory torm 


the rules to be experience 


in other evidence 


of the soundness of codification,’ it may be 


*The Napoleonic Code, of course, is the out- 
standing example In this connection, see 
Jerome Frank, Law and the Modern Mind 
(1930), pp. 187 and following 

By the mathematical manner, in addition to 
pure arithmetic as it appears in statutory pro- 
visions such as Secs. 24(b), 112(g)(1) and 117 
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Every decision which makes a 
contribution to our body of legal 
Opinion is a part of the current of 
the law; but it doesn't necessarily 
determine the current's direction. 


that the law of income taxation can 
be codified in a workable form. Be 


never 
that as 
it may, sporadic instances of stating a rule 
of income tax law in statutory form are like 
a large garment. A 
patch may be needed to cover a bare spot 


using patches to mend 


or for some other practical reason, but it 
may not always match the color and texture 
of the garment. And if there is more than 
may not 
with the other. 


one, Cac h 


reasonably harmonize 


In attempting to predict a rule of law for 
purposes of legislation, the paradox is that, 
if we are in general agreement as to what 
the law is, we do not need the legislation 
except perhaps for informational purposes; 
and, where we are not in general agreement 
and it therefore is difficult to predict the 
law, the tendency may 


be to meet the situ- 


ation in a mathematical manner.‘ 


Under some circumstances, mathematical 
exactness may result. 
Arithmetical formulae, however, even when 
essential in income taxation, are not peculiar 
to it. They may be aids to taxing income; 
but they continue to be mathematics and 
are not a part of the law of income taxation 


secure a reasonable 


Indeed, a statutory rule, even if peculiar 
to income taxation, may for the most part 
be outside the law of income taxation, if its 
application is determined by mathematical 
formula. A formula for ad- 
justing the consensus of opinion to facts and 


mathematical 


circumstances. of legal import in taxing in- 
comes is an arbitrary way of securing jus 


tice. The arbitrariness may be an expedient 


cost ol attempting to secure certainty in 
preference to a delayed quantum of perfec- 
tion in predicting a rule of law which is de- 
rived from opinion and 
principles. Nevertheless, even 


planned arbitrariness such as we sometimes 


to legal 
arbitrariness 


contorms 


find in income taxing acts—is not peculiar 
to, or a part of the law of, income taxation, 
regardless of its merit as a device in taxation. 


(m)(3)(B) of the Internal Revenue Code, I 
include precision provisions such as those in 
Sec. 12(c) of the Code, defining the head of a 
household, and provisions such as those in 
Sec. 112, where the application of a rule depends 
upon what percentage of control exists 
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Be that as it may, all of us 
predicting the law of 
we do not 


engage in 
income taxation.’ If 
readily agree, controversies in 
individual cases may be settled by judicial 
procedures. In these cases, where principle 
is permitted to play a larger role than cita- 
tions, significant thought may be advanced 
by the litigants as well as by the judge and 
other interested in the issues in 
controversy; fallacies may be disclosed; gen- 
eralizations may be made or attempted; and 
the decision of the judge may constitute a 
contribution to the development of the law. 
For this reason, it may be regarded as im 
portant Indeed, every decision 
which makes a contribution to our body of 
legal opinion is a part of the current of the 
law; but it 


persons 


prece dent. 


does not necessarily determine 


the direction of the current 


Thus, except for the finality of settlements 
in individual cases, judicial judgments be 
long in the other legal 
And, in the final analysis, the weight 


Same category as 
opinion 
of all opinion in the law of income taxation 
depends upon its content and the extent to 
which it is workable and conforms with the 
average judgments of all concerned. W<« 
pront by experience, Wwe advance in our 
opinion; and the law progresses to keep in 
step with opinion, which is the 
the law. 


miistre ss ol 


The law as it develops from this battle 


of opinion is the whole or 


law which in 
in part, depending upon tax policy, 
into operation by the taxing act. 


course of the 


is brought 
And in the 
conflict we may resort to 
legislative action to state a rule in statutory 
form. But the stated and thos« 


developed by other means do not emanate 


rule so 
from a dictator, a benevolent autocrat, or 
a father-authority, as may be the case ina 
nondemocrati And in this 
judge-made nor legis 
It is all opinion-made. Legis 


society sense 


the law is neither 
lature-made 


latures, judges and administrators exercise 


their power under, and not above or as the 


givers of, the law as thus derived. 

’ The most common method of making predic- 
tions is to look to the past and to precedent 
Precedent is important for the contribution 
which it has made A practice of relying upon 
citations, however, has its weakness if it is 
employed to escape the need for a philosophy 
In such event we may be left in doubt with 
legislation as the primary instrument for effect- 
ing a prediction; or the tendency may be to 
advance strange argument in an effort to come 
within the citations. 

* For example, see Leo A, Diamond; 
Hand and Federal Taxation,’” 3 Syracuse Law 
Review 81 (1951); reprinted in TAXEs, June, 
1952, p. 465. See, also, ‘‘What Is a Loophole?’’ 
(letter to the editor), TAXES, January, 1953, p. 


**‘Learned 


Law of Income Taxation 


I therefore disagree with the philosophy 
of those who say that the income tax law “is 
so technical that only the tax lawyers and 
experts know what it is.” Either by active 
participation or by silence and consent, these 
critics, like other part of the 
people who collectively make the law. Tax 
lawyers and experts belong in this group. 
But they also make it their business to try 
to be specially qualified in predicting what 
the law is. 


persons, are 


They become “technical” when 
they use strange devices to make a predic 
tion. The ultimate objective of the law of 
income taxation, however, is to reduce all 
opinion to a system of workable rules which 
can be readily understood by all concerned. 


This mean that 
should understand all of the 
of income 
familiar 


does not every person 
ramifications 
taxation. Every person is not 
with all of the aspects of general 
law; but most persons know enough to keep 
within the law 


men 


For example, few business- 
understand ali features of the law ot 
sales, but they daily make valid sales with 
out the necessity for legal experts to sit at 
their And as 


shall 


elbows throughout each day. 
income tax we 
simular 


have an 
strive to develop a situation in in 
taxation. That is the ultimate goal 
All ideas to the contrary are confusions to 
be overcome by all practical means. 


long as we 


come 


Opposed to the views which I have ex- 
pressed, perhaps the most popular philosophy 
is that 


income tax law is a composite of 


rules of and 


constitutional law statutory 
I, however, do not agree that 


sound. 


construction” 
this theory is Constitutional issues 
are highly significant wherever they are in 


volved, but they are not part of our income 


tax Jaw. Pertinent constitutional provisions 
constitute 


restrictions on the taxing of im 


comes, not this kind of 


parts of taxation.” 


Moreover, 


where a_ constitutional 


limitation exists, it is not 


even 
necessarily a re 
striction on the formation of legal opinion 


respecting the taxing of incomes. Legal 
89; Margaret Spahr, ‘‘The Leave-It-to-Congress 
Trend in the Constitutional Law of Tax Im- 
munities,’’ 95 University of Pennsylvania Lau 
Review 1 (November, 1946); Allan F. Ayers, 
Jr., “Where Are the Limits of the Judicial 
Process in Taxation?’’ Proceedings of Forty 
first Annual Conference on Taxation, National 
Tax Association (1948), p. 548 

* Since a governrment may be given full power 
to lay and collect taxes of every kind and 
nature, without any restraint so long as the 
imposition constitutes a tax, the only function 
which a constitutional provision may perform 
is to prevent a government from exereising a 
part of this power 
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opinion on this subject does not originate 
in constitutional democ- 
racy a constitution serves such opinion and 
ultimately must conform to it if the failure 
to do so is too pronounced and disturbing. 
Thus, if the progress of constitutional law 


provisions. In a 


lags too far behind the consensus of our 
legal views respecting income taxation, we 
may amend the the 
gap. This, for example, is what happened 
in the federal field when, after the act of 
1894 was declared unconstitutional, the in- 
added to the 


Constitution to close 


amendment 


come tax was 


Constitution.” 


As I see it, the difficulties which we attrib 
ute to constitutional considerations may be, 
and in fact often have been, due to confu- 
sion as to the nature of income taxation. 
The perplexity on this point has produced 
a number of theories.“ And this in turn has 
resulted in a diversity of views respecting 
constitutional considerations, since it is dif- 
ficult to have any clear concept of the im- 
” The federal income taxing act of 1894 (28 
Stat. 509, Ch. 349) was declared unconstitutional 
in Pollock v. Farmers’ Loan & Trust Company, 
157 U. S. 429, 158 U. S. 601 (1895). Thereafter, 
the Sixteenth Amendment was adopted For 
the effect thereof, see Brushaber v. Union Pacific 
Railroad Company, 240 U. S. 1 (1916). 


" The Supreme Court has said that generically 
an income tax is an excise; and, as applied to 
incomes from professions, trades, employments 
or vocations, a federal income tax was upheld 
upon this basis prior to the Sixteenth Amend- 
ment Brushaber wv. Union Pacific Railroad 
Company, cited at footnote 10. Cf. Sims v 
Ahrens, 167 Ark. 557, 271 S. W. 720 (1925); 
Ryan v. Commonwealth, 193 S. E. 534 (Va., 
1937) The Supreme Court also has _ said 
that the intangible right to income is the sub- 
ject matter of the tax. Maguire v. Trefry, 253 
U. S. 12 (1920) See, also, footnote 45, below. 
But at times an income tax has been held to be 
a tax on the income-producing property. Bach- 
rack v. Nelson, 349/ Ill. 579, 182 N. E. 909 
(1932): Hutchins v. Commissioner, 272 Mass. 
422, 172 N. E. 605 (1930); Hart v. Tax Com- 
missioners, 240 Mass. 37, 132 N. E. 621 
(1921) There also is the theory that it is a 
tax upon the person measured by his ability 
to pay Pennsylvania Cement Company v 
Bradley Contracting Company, 274 F. 1003 (DC 
N. Y., 1920): Tax Commissioners v. Putnam, 
227 Mass. 522, 116 N. E. 904 (1917). Similarly, 
it has been said to be an excise on the “‘privil- 
ege of domicile,"’ though we know that domicile 
is not a state-granted privilege of a taxable 
nature. Hunton v. Commonwealth, 166 Va. 229, 
183 S. E. 873 (1936). Cf. Miles v. Department 
of Treasury, 193 N. E. 855, 199 N. E. 372 (Ind., 
1935) Another court says it is “‘primarily a 
subjective tax’’ imposing personal liability 
upon the recipient of the income Crescent 
Manufacturing Company v. Tar Commission, 
129 S. C. 480, 124 S. E. 761 (1924). The most 
interesting statement is that a tax on income 
is simply a portion cut from the income and 
appropriated by the state as its share thereof. 
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pact of constitutional considerations as long 
as the nature of the tax and its incidence 
are not understood. For example, if the 
nature of income taxation had been more 
adequately defined, possibly the federal in- 
come taxing act of 1894” might not have 
been declared unconstitutional for the rea- 
sons given.” 

Similarly, if the nature of a general income 
tax had always been more adequately under- 
stood, we might have shown greater acumen 
in considering a number of constitutional 
issues. In this group I place controversies 
such as those concerning federal taxation 
of salaries of federal judges™ and state 
officials,” income of an exporter,” state tax- 
ation of salaries of federal employees “ and 
income derived from interstate commerce.” 


In state taxation there also is the prob- 
lem as to the situs of income and the extent 
of a state’s taxing power which, unlike the 
national taxing power, does not extend be- 
Here again, though the 


yond its borders.” 


Hattiesburg Grocery Company v. Robertson, 
126 Miss. 34, 88 So. 4 (1921). 

12 28 Stat. 509, Ch. 349. 

% The act showed a lack of clear recognition 
of the difference between a general income tax 
measured by net income and a special income 
tax which is aimed at a particular kind or 
class of income; its legislative history also 
showed some confusion as to the meaning of 
income, that is, whether income for the pur- 
poses of the act ;meant gross income or net 
income. The theory that income means net in- 
come is accepted by economists. Edwin R. A. 
Seligman, The Income Taz (1914), p. 19: Henry 
C. Simons, Personal Income Taxation (1928), p. 
50. 3ut it may be that the economists are 
primarily concerned with the measure of the 
tax as distinguished from the legal incidence 
or subject matter of the tax. In any event, had 
these distinctions been more definitely under- 
stood and recognized, perhaps they would have 
been more clearly reflected in the act of 1894, 
and the considerations as to its validity may 
have differed from those expressed by the court. 

% O’ Malley v. Woodrough, 39-1 ustc { 9520, 307 
U. S. 277, overruling Miles v. Graham, 1 ustc 
7 138, 268 U. S. 501 (1925). 

% Helvering v. Gerhardt, 38-2 ustc § 9320, 304 
U. S. 405; and Helvering v. Therrell, 38-1 usr« 
{ 9138, 303 U. S. 218. As to federal taxation 
of income of a lessee of state lands, which for 
a time presented a puzzling question, see 
Helvering v. Mountain Producers Corporation, 
38-1 ustc § 9153, 303 U. S. 376; and Helvering 
v. Bankline Oil Company, 38-1 vustc { 9154, 303 
U. S. 362 

% Peck & 
(1918) 

™ Graves v. O’Keefe, 39-1 ustc J 9411, 306 U. S. 
466. 

% United States Glue Company v. Oak Creek, 
247 U. S. 321 (1918). 

”% Cook v. Tait, 1 ustc J 92, 265 U. S. 47 (1924); 
U. S. v. Goelet, 232 U. S. 293 (1914). In the 
case of a citizen of the United States, his in 
come is under the protection of the federal 
government wherever he or the income may be. 
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Every tax is composed of three parts: 
legal incidence, tax base and rate. 


problem may easily acquire the color of a 
constitutional issue, the cause for confusion 
is traceable to a failure to reach any agree- 
ment respecting the nature of income taxation. 

In meeting the problem the appropriate 
questions should be: What is the nature of 
the tax? That is, since the nature of a tax 
is as a matter of law determined by the inci- 
dence of the tax, what is the legal incidence 
of the tax? Or as our legal scholars some 
times prefer to put it: What is the subject 
matter of the tax? And where is the subject 
matter located? If it is located within the 
taxing state, there is no occasion to bring 
into operation any rule of constitutional law 
respecting jurisdiction. If the subject mat- 
ter of the tax is outside the taxing state, 
then the state cannot impose a tax without 
transcending its power of taxation. In such 
event the problem automatically becomes 
one outside the field of taxation; and the 
provisions of the United States Constitution 
respecting due process of law may apply. 

Further, in state income taxation we some- 
times fail to give proper recognition to the 
distinction between the subject matter of a 
tax and the measure of the tax. Every tax 
is composed of three parts, namely, (1) the 
legal incidence or subject matter of the tax, 
(2) the tax base or the measure of the tax 
and (3) the rate. For example, doing busi- 
ness may be the subject matter of an excise 
tax which may be measured by income of 
the business, and computed at a specified 
rate. The further question posed, therefore, 
is whether the tax must be measured by 
reference to a subject which is within the 
taxing jurisdiction. 


” Treichler v. Wisconsin, 3238 U. S. 251 (1949). 
In Reiling v. TawWes, in an opinion handed down 
on August 14, 1952, the Circuit Court of Anne 
Arundel County, Maryland, stated that this 
decision of the Supreme Court is not applicable 
to intangible property which has its situs out- 
side the state. Be that as it may, the measure 
of a tax, however, is not outside a state where 
an inheritance tax statute looks to property 
outside the state to fix the rate to be applied to 
the value of property within the state. Maxwell 
v. Bugbee, 250 U. S. 529 (1919). 

21Income is not outside a state merely be- 
cause it is derived from sources outside the 
state. The property right realized in the shape 
of income is the subject matter of an income 
tax. Maguire v. Trefry, cited at footnote 11. 
And the situs of the right may be at the tax- 
payer's domicile However, if no intangible 
right to the income accrues, as where the tax- 
payer reserves unto himself his share of ore 
produced, then the doctrine mobilia sequuntur 


Law of Income Taxation 


We have long recognized that the legal 
incidence or subject matter of the tax must 
be within the taxing jurisdiction in order 
for a taxing authority not to transcend its 
power of taxation. Sut uncertainty 
exists as to whether the property or other 
subject used as the measure of the tax must 
also be within the jurisdiction of the taxing 
authority. The more recent judicial opinion 
indicates that it must be.” If this represents 
the consensus of legal opinion, it follows 
that income outside a taxing jurisdiction 
may not be used as the measure of a tax, 
though the subject matter of the tax is 
within the jurisdiction. 


some 


For example, under 
this theory if a tax is levied upon property 
or a person or other subject matter within 
the state, income outside the state ™ may not 
be used as the measure of the tax and the 


base to which the rate is applied 


constitutional law 
which are availed of when an act transcends 
the taxing power cannot be said to be a 
part of the law of income taxation. No 
legislative act or part thereof which in truth 
transcends the power of income taxation 
can properly be said to bring into operation 
a rule of income tax law. On the other 
hand, despite our confusion as to the nature 
of an income tax, we may continue to tax 
incomes and to develop a law of income 
taxation, because we are concerned only 
with that which comes within the income 
taxing power or, rightfully or wrongfully, 
is believed to come within that 


Even so, the rules of 


power. 


At this point I should say that the con- 
fusion respecting the nature of income tax- 
ation is not due solely to matters associated 
with that form of Actually we 
have not generally agreed as to what tax- 
ation is, much less what income taxation is. 
Indeed, our indefiniteness™ in this respect 


taxation. 


personam should not apply. Also, in the case 
of income from localized employment or busi- 


ness operations, there is a question whether 
the income may be taxed at the place of domi- 
cile as well as the place of employment or 
business, and if so, whether the measure of each 
depends upon the value added to the income at 
each place, 

* The indefiniteness is of two types. We em- 
phasize only the features of taxation which have 
been added to meet the ideals of a democratic 
form of government Or we define taxation in 
such broad, general terms that it has little 
legal significance. For an example of this 
broad, generai type, see C. E. Peairs, Jr., 
“General Principles of Taxation: An Initial 
Survey,"’ 6 Tax Law Review 267 (March, 1951), 
wherein (at p. 271) this definition is given: 
“Taxation is the exercise of the power of 
government to exact contributions from those 
under its control, in order to meet government 
expenses or for other purposes.’ 
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is so great that the different definitions of 
taxation are almost as numerous as the dis- 
tinct attempts to define the term. 


However, I shall not here discuss them 
or the failure to provide a satisfactory defini- 
tion. Whatever the reason for the failure 
may be, suffice to say the concept of tax- 
ation has changed through the centuries and 
it varies to some extent according to the 
form of having the =: 


government power ot 


taxation. Since ours is a democratic form 
of government, we are concerned with the 
fundamentals of 
form of government 


ment 


taxation by a democratic 
Our 


that a tax 


form of govern- 
must be for a 
public use, and not for the enrichment of a 
despot or a particular individual; that it 
must be apportioned upon some reasonable 


requires 


basis; that the power to tax is to be regarded 
as flowing from the people to their govern- 
ment; and that if there is a bicameral legis 
lature, a revenue bill should originate in the 


lower house 


But a tax also has attributes of 


ancient 
origin 


tive 


The imposition of a tax is a legisla- 
act, whether the tax is imposed by a 
prince, of oligarch or an elected legislature 
with approval of an elected executive.” And 
the tax imposed is an act of compulsion 
This is to subordination 
of the The counter- 
part of subordination is that superiority or 
superior dominion essential to taxation.* A 


government 


say, the result is 


individual taxpayers. 


which may exercise the right 


*“ The conditions under a monarch or dictator 
do not preclude an imposition from being a 
legislative act It is a legislative act of a 
government which, unlike ours, may not employ 
the doctrine of separation of legislative, execu- 
tive and judicial powers, or recognize the will 
of the people 


* Subordination of the individual and superi- 
ority of the government or ruler may be due to 
any one of several causes, depending upon the 
form of government. Thus, among native tribes 
of hunters, age was the sole foundation of rank 
and superiority In the earliest civilized gov- 
ernments, which were’ essentially priestly 
governments, superior dominion was based upon 
mystic fear and hope of the gods. Among the 
nations of shepherds, subordination was due to 
superiority of riches In other cases, superior 
dominion depended upon nobility of birth and 
the antiquity of an illustrious family In the 
United States and other democratic countries 
superior dominion rests upon the collective will 
of the people or, as in England, upon a com- 
bination of tradition and the collective will of 
the people. Lastly, there is superjor dominion 
by armed force or, as in Germany under Hitler, 
because of idolatry of a political leader 


* In England, perhaps it should be said that 
the government retains the power since it, 
though now democratic in form, succeeded the 
monarchial government which had the power 
In the United States all power of superior 
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Our form of government requires that 
a tax must be for a public use; 

that it must be apportioned upon 
some reasonable basis; that the power 
to tax is to be regarded as flowing 
from the people to their government; 
and that if there is a bicameral 
legislature, a revenue bill 

should originate in the lower house. 
retains or has bestowed 


of taxation upon 


it” superior dominion to resume the subject 
matter of the tax. In a 
superior dominion is vested in the govern- 


democracy such 


ment by the people and can be exercised 
only pursuant to the principles they establish. 
The substance a 


power to resume is in 


power to resume the subject matter of the 
tax in kind;*® but the government also has 
the power to commute the resumption in 


kind to a demand for payment in money.” 
Of course, when the commutation to a de- 
mand for payment in money becomes cus- 
tomary procedure, as ordinarily is the case 
spell 
out the details of the resumption and com 
mutation. 


today, then the taxing act need not 


Instead, the doctrines of resump- 
tion and commutation are collapsed into a 
simple demand for money. 


Lastly, the imposition of a tax is similar 
to the exercise of eminent domain in that it 


dominion flows from the people. In Australia, 
each state is a crowned republic (Bryce, 
Modern Democracies (1927), Vol. I, p. 177; 
Halsbury, The Laws of England (1909), Vol. 10, 
p. 508), and perhaps there the power flows 
from the people to their government by virtue 
of a grant to them from the imperial sovereign 
In Canada, however, it seems that the power 
flows from the imperial sovereign to the 
Canadian Government and on to the provinces, 
with some incidents going on to the people 
Cf. Attorney General for Commonwealth of 
Australia v. Colonial Sugar Refining Company, 
(1914), A. C, 237 


* Thus, a tax upon ownership of property 
essentially is an exercise of the power to re 
sume a part of the property. See Genesis 47:26, 
for an example of a tax payable in kind in 
ancient times. In England, in 1340, a tax in- 
cluded ‘‘the ninth sheaf, the ninth fleece, and 
the ninth lamb.’’ L. N. Larson, History of 
England and the British Commonwealth (1924), 
p. 198. During the Civil War, the Confederacy 
levied a tax payable in kind Edwin R. A 
Seligman, work cited at footnote 13, at p. 487 

* The most obvious example in this country 
is the road tax payable in service as in the 
early days in England: but we include provision 
for satisfaction in cash An earlier example 
of commutation is the poll tax paid in Rome 
to commute the demands for military service 
and supplies 
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rests upon resumption; and it differs from 
eminent domain in that no compensation 
need be returned for the resumption or ex- 
action, except the general protection afforded 
by government. This is to say, protection 
and taxation are reciprocal.” 


Thus, we may define taxation under a de- 
mocratic form of government in this man- 
ner: [t ts an act of exercising that superior 
dominion which the people through their gov- 
ernment collectively retain over property, in- 
come, and activities to resume by 
proportionate appropriation such portion there- 
of as may be resumed for public use, no com- 
pensation therefor being paid except the 
general protection afforded by government, 
provided that the appropriation may be com- 
muted into an enforceable demand for money.” 


Services 


If this definition of 


el ally 


taxation 
believe that we 
have less difficulty in defining the 
of an income tax 


were gen- 
would 
nature 
We would attach greater 
significance to the doctrine of resumption 
and to the subject matter of the tax. We 
would not encounter so many attempts to 
fit income taxes into the fundamental con- 
cepts of property 


accepted, | 


and excise taxation. In- 
stead we would, as a matter of law, classify 
taxes 


legal incidence or 


matter of the tax.” 


according to the 
subject 


Thus, we would recognize 


that during 
the past centuries taxation has become less 
personalized. the taxation 


of the person as such rests upon the power 


This is to say, 
to resume the person’s services, and we are 


opposed to and to taxes which 
Our views in this 
tempered by the 
principle of commuting the resumption to 


a demand for 


serfdom 
this 
however, are 


rest basis 


upon 


respect, 


money. Hence, even today 


‘Union Refriverator 
Kentucky, 199 U. S. 


Transit Company vv. 
194 (1905): National Paper 
& Type Company v. Bowers, 266 U. S. 373 
(1924): Wisconsin vw. J. C. Penney Company, 
311 U. S. 435 (1940). The fact that a taxing 
act may ‘‘destroy’’ the subject matter of the 
tax does not invalidate this principle. It merely 
poses the question as to whether the legisla- 
ture has exceeded its power of taxation. Also, 
though we protect representatives of foreign 
governments but do not tax them, the primary 
protection is afforded by the foreign govern- 
ment. The protection by our government is a 
matter of courtesy which, of course, is necessary 
to satisfactory foreign relations. It is not that 
protection which is derived from our laws and 
available to all persons regardless of their 
station in life. Hence, it is generally not re 
garded as a basis for taxation by our 
ernment ad 


ZOvV- 


’Cf. People ex rel. Griffin v. 
Brooklyn, 4 N. Y. 419 (1851), in which the court 
said Private property may be constitution- 
ally taken for public use in two modes; that is 


Mayor, etc. of 
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A statute is merely one method 
of expressing our legal opinion in 
an authoritative manner. 


the person as such may be a subject of 
taxation as, for example, in the case of a 
poll tax, where the resumption of personal 
services is commuted to a demand _ for 


° * 
money measured by count of the persons taxed. 


Overlooking 
times 


this distinction, we 
confused by the form of 
statute. For example, there 
are instances in which the personal prop- 
erty tax purports to be upon the person 
and measured by his property. And for 
a time we thought tangible movables were 
to be considered as being located at the 
owner’s place of domicile. But we have 
this confusion. A tax, though 
purportedly levied as a tax upon a person 
and measured by the property which he 
owns, is not a tax upon the person where 
the object of the taxing act is to reach 
all taxable property within the state on 
assessment day as distinguished from all 
persons within the state on that date. It 
1s a property tax, 
property is the 
incidence of the 


some- 
become 


the taxing 


overcome 


because ownership of 


subject matter or legal 
tax. This is our concept 
today even though we were slow to formu- 
late it and centuries ago a different concept 
may have prevailed at a time when the 
difference was of 
significance. 


little or no practical 
Eventually we shall, so I predict, elimi- 


nate the confusion presently existing and 
settle upon a similar development in income 
taxation. And if we agree 


I believe it 


on these things, 


follows that an income 


tax, 
and by right of eminent 
domain, These are rights which the people 
collectively retain over the property of indi- 
viduals, to resume such portions of it as may 
be necessary for public use.”’ 


“In property taxation, ownership on assess- 
ment day is the legal incidence or subject 
matter of the tax. In excise taxation, the exer- 
cise of a state-granted privilege or the exercise 
of a property right—as, for example, a sale or 
use of the property—may be the subject matter 
of the tax. In levying a tax upon persons—as, 
for example, a poll tax—the power to resume 
the person's services is the fundamental basis 
for the tax And, it is my opinion that, in 
the case of a general income tax, income is 
the subject matter of the tax. As Lord Mac- 
naghten said ix London County Council v, 
Attorney General, (1901) A. C. 26, 4 Great 
Britain Tax Cases 265, 293 “Income tax, if 
I may be pardoned for saying so, is a tax upon 
income. It is not meant to be a tax upon any- 
thing else.’”’ 


to say, by taxation 
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at least a nondiscriminatory general income 
tax, will be recognized as a tax smi generis 
as distinguished from a property tax, an 
excise tax or a tax upon a person as such.™ 
The second part of the 
stitutional statutory theory compro- 
mises the idea that, except for constitutional 
issues, income tax law is a 
statutory construction. I suppose that this 
idea springs primarily from the fact that 
an income taxing act is necessary to bring 
the law of income taxation into operation. 
In effect, it assumes that the taxing acts 
constitute the income tax law. 
Actually they are not. A 
enacted in a vacuum. 


composite con- 


and 


matter of 


origin of 
statute is not 
Rules of law, though 
stated in statutory form, have their origin 
in existing legal opinion. A _ statute is 
merely one method of expressing our legal 
opinion in an authoritative manner.” 


Fundamentally, it does not differ substan- 
tially from any other expression which 
reflects a settled or temporary consensus 
of legal opinion. This is to say, a legislative 
statement of rules of income tax law is 
merely an attempt to predict what the law 
of income taxation is. The legislative rule 
may prove to be a temporary one or it may 
be a correct prediction. If the prediction 
proves to be contrary to the consensus of 
legal opinion, it may for a time be an 
impediment to development but eventually 
it will be changed. If it proves to be cor- 
rect, it will stand because it is founded 
upon general agreement and not because 
the legislature adopted it. 


Concededly, when we speak of the intent 
of Congress or of 


a state legislature, we 
attach considerable importance to the com- 
posite constitutional and statutory theory 
However, I never have 
been greatly impressed by the occult theory 
of divining the intent of any legislature. I 
believe we have misunderstood a 


of income tax law 


sound, 
In reality we are trying to 
ascertain the general consensus of opinion 
which the legislators attempt to predict. 


legal process 


"™ The theory that an income tax is a tax upon 
the person, measured by the income, is resorted 
to, to sustain the validity of taxing income de- 
rived from sources outside the taxing jurisdic- 
tion. However, it has no application where the 
person is domiciled within the taxing jurisdic- 
tion, since in such case the intangible right to 
income accrued has its situs at the place of 
domicile and may be made the subject of the 
tax, leaving only the problem of determining 
the taxable value (if any) of such right at the 
place of domicile where the income is earned 
elsewhere at a proven regularly established 
place of business or employment. Thus, the 
theory that the tax is one upon the person may 
best be tested as to its validity where an 
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Thus, law in a democracy is not derived 
from the same source or in the same man- 
ner as in a nondemocratic society. In a 
monarchy, for example, it is essential that 
all persons, including the judges, shall be 
concerned with the intent of the lawmaker, 
that is, the monarch. The rules of statutory 
construction which we employ allegedly to 
ascertain the intent of the legislature may 
be indicative of an assumption that in a 
democracy the legislative body as such suc- 
ceeds in all respects to the monarchial 
power of legislation. Any such assumption, 
of course, is not consistent with the demo- 
cratic theory of government by virtue of 
which the legislature is the instrumentality 
through which the people act. A legislature 
is for the purpose of expressing the collec- 
tive intent of the electorate; and presumably 
its acts accord with the general interest. A 
legislature, therefore, is not a monarchial 
or fatherly authority directing the people. 


Occasionally, rules of statutory construc- 
tion may assist in arriving at generally 
accepted legal opinion. Or in the event of 
confusion as to what the generally accepted 
legal opinion is, or confusion as to what 
the legislature attempted to predict, rules 
of statutory construction may provide a 
working basis pending further clarification. 
To the extent that the rules help to reduce 
all legal opinion on a given point to a 
generally accepted rule, they are aids to 
income taxation; but they are not a part 
of the law of income taxation, since they 
are not peculiar to the taxing of incomes 


Then, too, where abstract rules of statu- 
tory construction are applied to bridge a 
gap of uncertainty, they may fix a working 
basis; but, because of its arbitrariness, the 
result cannot be generally accepted as 
reflecting opinion respecting income taxa- 
tion. At times, by coincidence the result 
obtained may prove to be in accord with 
generally accepted opinion or, if not, it may 
demonstrate the unsatisfactory nature of the 
legislative prediction. Even so, abstract 


attempt is made to tax a person, not domiciled 
but having a place of abode within the taxing 
jurisdiction, upon income derived from sources 
outside the jurisdiction, or where within a 
taxable year a person becomes domiciled within 
a taxing jurisdiction after he has received in- 
come elsewhere. 

% Income tax law may be expressed in au- 
thoritative form by legisiation, by judicial 
decision in an individual case, by general 
administratWe regulation or by ruling in an 
individual case, by agreement of the govern 
ment and the taxpayer in an individual case, 
or, most important of all, by the weight of 
general opinion. 
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Statutory rules are drawn 
from a background of legal opinion. 


rules of statutory construction, which do 
not spring from the peculiarities of taxing 
income, cannot properly be said to be a 
part of the law of income taxation. 
Thus, according to the theory of income 
tax law which I believe to be sound, statu- 
tory rules are drawn from a background 
of legal opinion. Usually when we draft 
legislation, we attempt to predict a generally 
acceptable background. For this reason, 
the background gives color to the words 
in the statute, just as it gives color to a 
rule announced by the judiciary. Indeed, 
there may be where the back- 
ground brightly that we may 
appear to give unusual meaning to statu- 


instances 


shines so 


tory language or, as is sometimes said, we 
ignore the literal meaning of the statute. At 
times the background may dazzle us and 
cause us to speak of it with 
reverance, aS Wwe do when we 
“spirit of the law.” ® 


awe and 
exalt the 


We search for this spirit of the law but 
in explaining our position we may use 
shibboleths as “short cuts” for our explana- 
tions or for other Thus, when 
we speak of devices to avoid tax, we may 
say that we look to the substance rather 
than the form of a transaction or that we 
ignore a corporate entity or a given trans- 
action. If in classifying a transaction we 
have difficulty in explaining the rationale 
to support our result, we may be satisfied 
to resort to an “as if” philosophy.“ Or we 
may group a transaction with another on 
the ground that it is in the nature of the 
other, as, for example, where a transaction, 
though not held to be a gift, is said to be 
in the nature of a gift. Or, perhaps even 
more mysteriously, we may speak of the 


reasons. 


intent of the legislature. 


These attitudes respecting income taxa- 


tion have appeared primarily in connection 


3% See Commissioner v. Strong Manufacturing 
Company, 41-2 ustc { 9789, 124 F. (2d) 360 
(CCA-6), in which the court said: ‘‘The strict 
letter must yield to the evident spirit and pur- 
pose when necessary to give effect to the intent 
of Congress; . . for a thing which is within 
the intention of the statutes is as much within 
the statute as if it were within the letter, and 
a thing which is within the letter of the statute 
is not within the statute unless it is within 
the intention of the maker arin? 

* For a reference to this philosophy, see 
Judge Jerome Frank’s remarks in United Ship- 
yards, Inc. v. Hoey, 42-2 ustc § 9781, 131 F. (2d) 
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525 (CCA-2); and his book cited at footnote 5, 
p. 312 


Law of Income Taxation 


with the general income tax or, as it is some- 
times called, the general tax on net income. 
Under this form of taxation, income is the 
subject matter of the tax. And net 
is the measure of the tax. 


income 


Another way to explain it is that a gen- 
eral income tax is an _ enforced 
by the state of a person’s income,” the 
state’s share being measured by the net 
income as computed after deducting the ex- 
penses incurred in producing the income 
The state thus shares in the income without 
being bound to bear any part of the expense 
of earning the income except to the extent 
that such expense is taken into account 
in measuring the tax share. Also, the tax- 
payer is in control and may dispose of all 
income which he receives, unless levy and 
distraint issue before the 
made or the taxpayer is 


sharing 


disposition is 
insolvent at the 
time of the disposition or becomes insolvent 
by reason of the disposition. For this 
reason, it may not fittingly be said that 
from the beginning the state acquires an 
enforced vested interest in the income. On 
the other hand, a disposition of income by 
a taxpayer does not defeat the sovereign’s 
right to an accounting for its share. 


In addition to a general income tax, 
income taxation may include a tax which 
is imposed upon a particular kind or class 
of income. This kind of tax may be called 
a special income tax to distinguish it from 
a general income tax. It differs from a 
general income tax in two respects: (1) It 
is aimed at income from one or more 
particular sources.” (2) As a general rule 
it is measured by the gross income received 
without any deduction for incidental ex- 
penses, except, of course, subtractions are 
made from gross receipts™ to arrive at 
gross income, 


3eing aimed at income from a particular 
source, a special income tax may encounter 
constitutional considerations which are not 
pertinent to a general income tax. Indeed, 


unless we come to a more definite and 

%6 Thus, where one pays his debts after collec- 
tion has become barred by the statute of limita- 
tions, the transaction has been said to be in 
the nature of a gift, whereas the better ex- 
planation appears to be that for income tax 
purposes the payment should be classified in 
the same category with gifts. 

“Cf. Hattiesburg Grocery Company v. Robert- 
son, cited at footnote 11. 


* For example, a tax on mining royalties, or 
on dividends, or on dividends and interest. 


*® A gross receipts tax usually is referred to 
as such 





nature of 
income taxation, undoubtedly we will have 
difficulty deciding whether a special income 


accurate understanding of the 


tax Is a property tax or a tax upon income, 
and if a property tax, whether it is upon 
the property which is the source of the in 
come or is a property tax upon the property 


received as income 


In the past, when concerned with these 


been too exact in 
property tax. 
often we have not given sufficient considera- 


problems, we have not 
our conception of a Too 
tion to the fundamental that ownership is 
the legal incidence of a property tax and, 
that 
is essential to personal liability for the tax. 
On the other 
on assessment day is not a requirement in 
income taxation. 


hence, ownership on assessment day 


hand, ownership of income 


In defining income taxes it also is essen 
tial to distinguish between the popular con 
ception and the legal concept of an income 
tax. The legal nature of a tax is determined 
by the subject incidence 
of the tax, and not by the measure of the 
tax. 


matter or legal 
The popular conception of an income 
however, may include a tax which is 
not truly an income tax in the legal sense 
For example, the popular conception in- 
cludes a tax which is levied upon a subject 
matter 


tax, 


other than income, but is measured 


by reference to income.’ 


Thus, a 


corporation may be 


upon the 


excise tax 


levied activities of corporations 


in carrying on a trade or business, with 


the corporation’s net 


income from thes 


activities as the measure of the tax; and 
popularly regarded as an 
Actually, it is not.” “Doing 


is the subject matter of the tax 


the tax may b« 
income tax 
business” 


In such case, if a 


corporation carries on 


business, no tax is due 


though it has 


no trade or even 


income. This is because 
the tax is an 


tax. 


excise tax, and not an income 


Or, tor further example, it is conceivable 
that a property tax upon the 
of property measured by 


ownership 
may be reference 


to the income from the property, although 


” Ordinarily the income used as the measure 
of the tax is that derived from the subject 
matter of the tax Probably, no other income 
may be included 

“Flint v. Stone Tracy Company, 220 U. §S 
107 (1911). In this case the distinction between 
the incidence and the measure of the tax was 
important because the measure of the tax in- 
cluded income from property in itself non 
taxable 

“If the tax 
such the 
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the customary practice in this 
to measure the tax by the 
property 


however, is not a true 


country 1s 
value of the 
Such a 
tax. 


on assessment day. tax, 


income Since 
ownership of property on assessment 
is the test of liability for the tax, 


matter or 


day 
the subject 
legal incidence of the tax is not 
only the 


income. Income is 


measure of 
the tax. 


This distinction between the incidence 


and the sometimes 


measure of a tax 1s 
erroneously employed as a basis for saying 
that a general income tax is a tax upon the 
person in the same sense that a poll tax 
upon the Thus, 
resident of a given state, an 
made to tax all of his income 
upon the theory that the income tax is a tax 


upon 


is a tax person. where a 
person 18 a 
attempt 1s 

the person and is only measured by 


income. 


I do not say that a state may not impose 
a tax, measured by income, upon a person 
as such. However, these distinctions should 
be made: (1) Contrary to popular assump- 
tion, where a tax is upon 


incurred if the person 


imposed such 
basis, no liability is 
dies or ceases to be a citizen of the 
day. (2) A tax 
reminiscent of the days 
of serfdom, since fundamentally it is bot- 


tomed upon a resumption of the services 


State 


before assessment levied 


in such form is 


of the person, the resumption being com 
muted into a demand for money. (3) I be- 
lieve that that a tax 
imposed as a general income tax is a tax 
upon something other than income. (4) If 


the general 


it 1s erroneous to Say 


imcome tax were a tax upon 


the person as such and only measured by 
income, the nature of taxable income could 
differ from what it 1s 


ac cepted concept, 


under our generally 


For the purposes of a general income tax 


as conceived and administered by us, in 


come does not include psychic income such 


as that which a person derives from driving 


his own car,” occupying his own property 


or consuming his own product.” Likewise, 


mere appreciation in the value of assets is 


not taxable income prior to the time the 
subject of the resumption and the legal inci 
dence of the tax which, as in the case of a 
poll tax, is commuted into a demand for money, 
then, of course, such psychic income, though not 
the subject of the tax, should be includible in 
the measure of the tax unless exempted by 
statute 

. Helvering v. 
Company, 4 ust 


Independent Life Insurance 
§ 1290, 292 U. S. 371 (1934). 
3ut the rule is otherwise in England 
T. D. 2665, March 8, 1918; Homer P 
CCH Dec. 3325, 9 BTA 1273 (1928) 


Morris, 
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Once a taxpayer has received an 
enforceable right to income, he does 
not relieve himself of tax liability 

by assigning the right to another. 
Generally speaking, says the author, 
we are in agreement on this point, 
but we are not in accord as to when 
the assignment occurs 

or when the income is earned. 


appreciation is realized by sale or exchange 
The theory apparently is that 
must come in to the 


person, 


something 
from an- 
income for 
does not include 
which is income only in the economic 
sense, although, as I have pointed out else- 
where,“ the 


taxpayer 
This is to 
the purposes of the tax 
that 


other say, 


economic income 


taxation aS a 


concept of 


may be income 


availed of in 
basis for relief 
liability 


tax-Ire¢ 


from tax or as a basis for 


following a gift or a transfer in a 
exchange. 


It seems clear to me 


that this concept 
bottomed upon the 
hypothesis that the tax is one upon income, 
that is, that is the subject matter 
of the tax. On the other hand, if the tax 
is One upon the person as such and income 
is the measure of the 


of taxable income is 


income 


tax, income 1s not 
the subject matter of the tax; therefore, we 
would have 


more defining in- 


tax; 


latitude in 


come for the purposes of the 


and | 
* See 
come,”’ 


“Tax Accounting and 
TAXES, June, 1952, p. 409 
This aspect of taxable income throws con- 
siderable light upon the jurisdiction of a state 
in taxing incomes. An intangible right to an 
accrued item of income has its situs at the 
recipient's place of domicile Maguire wv. Trefry, 
cited at footnote 11; Cohn v. Graves, 300 U. S 
308 (1937): Lawrence v. State Tax Commission, 
286 U. S. 276 (1932). But if income is derived 
from a business, profession or employment 
localized in a nondomiciliary state, it may be 
taxed there because it is earned under the pro- 
tection of the law of that state. Travis v. Yale 
é& Towne Manufacturing Company, 252 U. S. 60 
(1920); Shaffer v. Carter, 250 U. S. 37 (1920) 
See also Whitney v. Graves, 299 U. S. 366 (1937), 
which applied the theory of localization to a 
sale of a membership in the New York Stock 
Exchange Under such circumstances may the 
income also be taxed by the domiciliary state? 
Is resort to fiction necessary where the income 
is from business, profession or employment 
localized at a definitely established place? How 
does the law of the domiciliary state protect, 
or give validity or effect to, such income? If 
income may have a situs in more than one state, 
is it necessary to value the income in each state 
according to the contribution made by the 
state, exclusive of the value added by opera- 
tions localized in another state? What is the 


Abnormal In- 


Law of Income Taxation 


venture to say that it would not be neces 
sary to confine income to that which comes 
in or that which is represented by property 
in some form. 

Under our concept, taxable income there- 
fore consists ot property in some torm be- 
cause income is the subject matter of the 
tax and, in order for the principle of re- 
sumption to apply and the tax to attach, it 
is essential that the income shall consist of 
property in 

As a first 


appears in the form of intangible property, 


some form. 


general rule, taxable income 


which is the accrued intangible right usually 


later realized in the shape of money ot 


other tangible property.” Occasionally, of 


course, income 


recognized for tax 
first being an ac 
right to it. This may be 
the case where tangible property is received 
in the first 


may be 
without 
intangible 


purposes there 


crued 


instance, as where a lessor of 


mineral share of the 


property reserves a 
oil, gas or other minerals as his royalty,” 
where an land 


crops for the use of his 


owner of farm reserves 
a share of the 
land by another, or where money is received 
as an advance payment for services to 
presumed that the 
that the 


obligation to 


be performed, it being 


services will be performed and 


recipient is not under 


return 


the money unless he 


fails to perform.* 


other 
ordinarily 


But in 
come 


types of taxable in 
first 


intangible 


Cases, 
appears 1n the 


right.” At 


torm 


of an accrued that 
value for tax purposes in the domiciliary state 
of the intangible right to income from a_ busi- 
ness, profession or employment localized else- 
where? Is it of significance that the realiza 
tion of the intangible right in the shape of 
money or other tangible property occurs out 
side the domiciliary state? To date we are not 
sufficiently agreed upon the nature of an in- 
come tax to agree upon the answers to these 
questions 

“Though the lessor retains a share of the 
production as his royalty, he may sell his share 
to the lessee as it is produced Cf. Lake 
Superior Consolidated Iron Mines v, Lord, 271 
U. S. 577 (1926), holding that a lessor’s royalty 
payable in money as each ton of ore is extgacted 
from a mine in one state is not taxable at his 
domicile in another state Here the income 
was first realized as a share of the ore pro- 
duced and had its situs in the state where 
mined 

See I. T. 3496, 1941-2 CB 107, and the court 

decisions cited therein, which, however, as I! 
have explained in ‘‘Practical Legai Aspects of 
Tax Accounting,’’ TAXES, December, 1952, p 
1028, are not necessarily decisive of the time 
for making a tax accounting respecting the 
income 

"We have struggled 
theory in the 


with this 
forgiveness of an 
(Continued on following page) 
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point the taxpayer becomes liable to make 


an accounting for income tax purposes, 
though, as I have pointed out elsewhere,” 
the law of income tax accounting may per- 
mit a postponement of the time for making 
the accounting. Such postponement, 


ever, relieve the 


how- 
taxpayer of lia- 
Furthermore, I do not believe 
death or other termination of the 
him of liability for the 
received an enforceable 
income. But I may add that 
difficulty on this 


does not 
bility for tax 

that 
taxpayer relieves 
once he has 
right to the 
we have 


point.” 


tax, 


considerable 


that once a 
has received an enforceable right 
to income, he does not himself of 
tax liability by assigning the right to an- 
other.” Generally speaking, we are in agree- 
this point, but we are not in 
accord as to when the assignment occurs 
or when the income is earned. In the case 
of a gift of income not earned, as a general 
rule the gift is not effective until the income 
is earned and the property received as 
income is transferred to the donee. Where 
the donor effectively transfers all right to 
the income it has been urged that the 
income is earned by him when the gift is 
made, but it may be that the problem is one 
of determining who the taxpayer is after 
the income is earned.” 


also 


I think we 
taxpayer 


may say 


relieve 


ment on 


If by a trust instrument or other device 
a taxpayer retains control by which he may 


(Footnote 48 continued) 


indebteaness. Attempt has been made to look 
at the financial condition of the taxpayer after 
receipt of the forgiveness to see whether his 
net assets equal the forgiveness. This view is 
traceable to U. 8S. v. Kirby Lumber Company, 
2 ustc $814, 284 U. S. 1 (1931). See, also, 
F’. W. Stickles Company v. U. 8., 31 F. Supp. 
654, 656 (Ct. Cls., 1940), noting that the parties 
agreed that if the taxpayer were insolvent after 
the indebtedness was forgiven, no income would 
accrue to it. It seems to me, however, that this 
is not the entire test of taxable income and 
that at this point we may say that in an in- 
come transaction the forgiveness is preceded or 
accompanied by an intangible right to the 
forgiveness, and that such right constitutes 
the receipt of income 

” See article cited at footnote 44. 
footnote 71 

” Where a corporation 
not escape tax on income earned by it even 
though under its adopted accounting method 
an accounting for the income would have been 
made at a later date had the cerporation not 
been dissolved. Jud Plumbing &@ Heating, Inc 
v. Commissioner, 46-1 ustc § 9177, 153 F. (2d) 
681 (CCA-5) However, we have had difficulty 
reaching a similar conclusion where income is 
earned prior to the death of an individual who 
is reporting on the cash basis. See O. D. 454, 
2 CB 170; T. D. 2570, November 6, 1917. The 
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It is apparent that we have 

not crystallized our opinion as to 
when taxable capital gain 

has been realized. 


take the income when it is earned or may 
permit it to go to another, here again the 
assignment, if a gift, may not be consum- 
mated until the income is earned and he has 
permitted the other to take it. On the 
other hand, unearned income may be validly 
assigned for a proper consideration, in 
which event the consideration received may 
constitute income. If under these circum- 
stances we say that the income when earned 
is taxable to the assignor, the fact remains 
that, if he receives it, he parts with it and 
should be erttitled to an offsetting deduction. 


But not everything which comes in as an 
addition to a person’s wealth is income. 
We begin with the literal meaning of in- 
come ™ and make exceptions to it to arrive 
at our concept of taxable income. The 
primary exception is to exclude a return of 
capital. Thus, income does not include the 
return of loaned, a reimbursement 
of an advance previously made, the part 
of the selling price of property which repre- 
sents the cost of the property, or the 
reimbursement of the cost of property 
destroyed. And we appear to be uncertain 


money 


result has been the enactment of a statutory 
rule to bridge the gap between our failure and 


our aim. Sec. 42, Revenue Acts of 1934, 1936 
and 1938, and Internal Revenue Code Sec. 42, 
prior to amendment by Sec. 134, Revenue Act 
of 1942. Now, however, except in the case of 
a member of a partnership, Sec. 42 of the Code 
expressly prohibits the inclusion of income 
“accrued only by reason of the death of the 
taxpayer.’’ When, if ever, does income accrue 
by reason of the death of a taxpayer? The 
death of a taxpayer may, as in the case of 
the dissolution of a corporation, fix the time 
for making an accounting of income previously 
received in the form of an intangible right to 
it. In reality, the statute was intended to pre- 
clude an accounting, at death, of income accrued 
in the generic sense only as distinguished from 
other concepts of accrual. 

5| Lucas v. Earl, 2 usr 
(1930). 

*% Cf. Helvering v. Horst, 40-2 ust 
U. S. 112, involving a case where interest 
coupons were given to another before their 
maturity date; and Robert N. Miller, ‘‘Gifts of 
Income and of Property: What the Horst Case 
Decides,’ 5 Tax Law Review 1 (November, 
1949). 

* Literally, income means ‘‘a coming in."’ 

“In James P. McKenna, CCH Dec. 127, 1 
BTA 326 (1925), the Board of Tax Appeals 
came to the strange conclusion that gross in- 


{ 496, 281 U. S. 111 


{ 9787, 311 
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is an Mc 


as to whether it includes receipts from 
illegal transactions, not in excess of losses 
within a given year. 


Another exception is that income refers 
only to that which is earned. This is to 
say, it refers to that which is acquired by 
labor, by the rendition of a service, as a 
return On an investment or as a gain from 
a sale or exchange of property.” Thus, the 
receipt by a corporation of a contribution 
to its capital does not represent income.” 
Also, income does not include a gift, bequest 
or devise. And the recovery of an item 
deducted in computing net in- 
come is not income by virtue of the recovery, 
although as a matter of income tax accounting 
an adjustment should be made to correct the 
net income for the year of the deduction or 
in lieu thereof the taxpayer may be per- 
mitted or required to make a compensating 
adjustment for the year of the recovery.” 


previously 


These exceptions to the literal meaning of 
income, and such others as may be made, 
constitute our concept of taxable income. 
The concept is being developed in con- 
nection with the federal and other income 
taxing statutes which define gross income 
in terms broad enough to include gain, 
profit or income from any source. 

Perhaps the most interesting development 
is due to our treatment of capital gains. 
Initially we proceeded upon the theory 
that all capital gain constitutes taxable in- 


(Footnote 54 continued) 


come from bookmaking operations is to be 
determined by subtracting losses for the year 
from the total receipts. In so doing, the board 
appears to have been influenced by a British 
decision without duly recognizing that under 
the British concept income means net income. 
The same rule was applied where the losses 
were on illegal gambling transactions. Mitchell 
M. Frey, Jr., CCH Dec. 128, 1 BTA 338 (1925). 
These decisions were acquiesced in by the Com- 
missioner. I. T. 1983, II-1 CB 124, and I, T 
2127, IV-1 CB 138. The current concept, how- 
ever, as perhaps evidenced by Sec. 23(h) of the 
Internal Revenue Code, may be that the losses 
are deductible in computing net income, al- 
though this is not clear since the deductions 
enumerated in the statute include, among other 
things, items which enter into the cost of goods 
sold and hence are subtractions in arriving at 
gross income. Cf. Regs. 118, Sec. 39.22(a)-5, 
relating to gross income from a business. 

5> An advance receipt for services later to be 
performed is sometimes saia to be income as 
of the time of receipt, although it has not been 
earned. See I, T. 3369, 1940-1 CB 46, and cases 
cited therein. Query: Does the philosophy 
supporting this result in reality rest upon an 
application of the so-called strict accrual method 
of accounting rather than upon our concept of 
gross income? Unquestionably, the amount 
should be refunded to the customer if the 
services are not performed and, in the case 
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come at the time of the sale or exchange 
of the capital asset, regardless of when the 
increase in value may have occurred. This 
is an extreme position when applied under 
a tax at high rates, and the tendency is 
toward a more moderate view. 

It is generally recognized that the gain 
has its origin in the years in which the 
appreciation occurs and, hence, may be said 
to be attributable to those years, even 
though our concept of taxable income does 
not include mere appreciation not realized 
by sale or exchange. 
or exchange is 


Hence, when the sale 
made, the gain may be 
attributed to the prior years as a matter 
of permitting relief from the high tax other- 
wise payable in case all of the gain is taxed 
in one year. Of course, any such attribu- 
tion is a matter of income tax accounting 
in determining the years to which the gain 
shall be allocated.™ The accounting aspect 
of the problem, however, may be obscured 
to some extent by levying the tax as though 
it were for the year of the sale or exchange, 
in an amount equal to that which would 
be payable were the gain taxed in the years 
of appreciation.” In truth, it may be a tax 
for the years in which the appreciation 
occurs, the levy not being made until the 
appreciation has been realized by sale or 
exchange. If it is not, then the line which 
we have tried to draw between taxable 
income and income in the economic sense 
may be very thin. 

of a corporate taxpayer, can hardly be said 
under corporate law to constitute earnings 
available for dividends. 

% Though this seems elementary today, early 
in post-1913 federal income taxation it was 
made the subject of a Treasury regulation (Art. 
96, Reg. 33 (Rev.)) and is so even today (Regs. 
118, Sec, 39.22(a)-16). 

*' Except for the Tax Court, the courts have 
generally held that the recovery constitutes 
income. Harwick v. Commissioner, 43-1. ust« 
1 9332, 133 F. (2d) 732 (CCA-8); Helvering v 
State-Planters Bank & Trust Company, 42-2 ustc 
{ 9633, 130 F. (2d) 44 (CCA-4); Commissioner 
v. United States & International Securities Cor- 
poration, 42-2 wstc {| 9667, 130 F. (2d) 894 
(CCA-3). The Internal Revenue Service and 
the Tax Court took a different view, applying 
the so-called ‘‘tax benefit theory, a theory 
which, in my opinion, shows that the matter is 
primarily one of income tax accounting to ad- 
just for a prior error. This theory has been 
incorporated in Code Sec. 22(b)(12), as added 
by Sec. 116, Revenue Act of 1942. 

® For a fuller discussion of this point, see 
my article cited at footnote 44. 

*® Compare Secs. 456 and 721 of the Internal 
Revenue Code, respecting the treatment of 
abnormal income for purposes of the excess 
profits tax, and Code Sec, 107, respecting a 
special method of taxing compensation for serv- 


ices rendered over a period of years after the 
initial employment, 
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However, instead of employing this phi- 
losophy in respect of capital 
without some 


gains, and 
other method 
based upon a reasonably satisfactory legal 
standard, the primary approach has - been 
of an arbitrary, mathematical nature. By 
special statutory 
are taxed at 


developing 


provision,” capital gains 
rates if the assets are 
held for a specified period of time. By rea- 
son of this statutory method of treatment, 
we have had no opportunity to develop 
principles and standards reflecting the con 
sensus of legal opinion respecting the time 
as of which capital gains shall be used as 
the measure of the tax. Perhaps the arbi- 
trary scheme is the most workable one and 
best for administrative purposes. My pur- 
pose here merely is to show that the treat 
ment is a departure from the use of legal 
philosophy and 
obviating the 
cepte d 


lower 


standards as a means for 
impact of the 


that 


generally ac- 
concept mere appreciation in 
does not constitute 
that the gain first 
recognizable for income tax purposes when 


the assets are sold o1 


capital 


assets taxable 


income and becomes 


exchanged 


not crystallized 
our opinion as to when taxable capital gain 
has been realized. For 
partly due to the 
gain realized in corporate 


It is apparent that we have 


example, 
confusion 


perhaps 
respecting the 
reorganizations,” 
we have devised a scheme, in federal taxation, 
of postponing any gain which stockholders 
may realize in a 
stock 


and we 


corporate reorganization 
lieu of the 
made it possible to 
enterprise without 
the risk of a tax at that time.” 


provisions 


where 
old; 


mcorporate an 


new 1s received In 


have 
running 
Clearly the 
which no 
recognized under the extreme 
vain 1S 
stock for 
of an essentially 


include 
ain would be 


instances In 
view, for no recognized upon an 
stock which is not 
different character. 
beyond that 


exchange of 


How- 


ever, when we go point in 


“” Code Sec. 117. The history of this section 
and its predecessor provisions shows the diver- 
gent views as to what gains should come within 
these provisions, as well as the different views 
as to what the holding period should be in 
determining whether the gain shall be taxed 
at a special rate 

“UU, S. v. Phellis, 1 ust 
(1921) 
U. S. 176 (1921); Cullinan v. Walker, 1 ust 
"177, 262 Ul S. 134 (1923); Weiss v. Stearn, 

ustc § 94, 265 U. S. 242 (1924); and Marr v 
., 8., 1 ustc 9 137, 268 U. S. 536 (1925) 

See Code Secs. 112 and 113. The pattern 
originated in Sec. 202(c) of the Revenue Act 
of 1921 was substantially embellished in Sec 
203 of the Revenue Act of 1924 and has been 
continued with modifications 


13, 2 J). S. 153 
Rockefeller v. U | ustc 9 55, 2 


ST 


®" To take a simpler case 
in doubt as to 


550 


Originally we were 
whether a gift constitutes in- 
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the statute we are expressing our dissatis- 
faction with that as the only test. 


This is not to say that the statute prop- 
erly reflects the settled consensus of opin- 
The statutory provisions have been 
changed in the past and they may undergo 
considerable change in the future 
are able 


On. 


before we 
to state a generally accepted rule, 
free of mathematical tests and reflecting a 
principle or guiding 
subject of 


which is the 
agreement If we are 
eventually able to do this, the statutory rule 
will then more 
escape the application of pure legal philoso- 
phy and rules as distinguished from a mix- 


standard 
general 


become than a device to 


3 


ture of mathematics and rules of law.® 


In the meantime, it is erroneous to take 
a narrow view of the statute and to assume 
that legal this 
to the bare problem of statutory 
tion.“ The body of legal opinion upon the 
subject is broader than the Statute, 


opinion in area is confined 


construc 


which 
has proven to be an inadequate statement 
of our views, as is evidenced by the con- 
flicting opinion produced by confining our 

and to the 
construction. For this 


reason, statutory provisions specifically ex- 


considerations to the statute 


process of statutory 


empting certain from tax 


receipts should 


be divided into two those 


relating to items which under our concept 
of taxable 


(2) those 


categories (1) 


income may not be taxed and 


which may be 
taxed but as a matter of tax policy are not 
taxed. To this we should add the problem 


shall 


exempting items 


of classifying transactions, which I 


mention later im detail 


more 


A similar development is in process re- 
our Our 
with 


specting concept of net income. 
attitude respecting net 
the rudimentary 


computing net 


income 
that 
income aré 


be Lins 
idea deductions in 


allowed as a 


come. In the federal income taxing act of 
1894, which was declared unconstitutional, gifts 
of personal property were expressly included 
as taxable income. Sec. 28, Act of August 27, 
1894 (28 U. S. Statutes at Large, p. 553). See, 
also, Lucy B. Winsor, ‘‘The Taxation of Gifts 
as Income,’’ 9 American Bar Association Jour- 
nal 301 (May, 1923), reprinted in The National 
Income Tax Magazine (now TAXES), July, 1923, 
p. 10. Gifts also were at one time taxed in 
Virginia as income. Compare Subsections 3 
and 2 of the 1924 Virginia Tax Law (Virginia 
Code of 1924, Annotated, Appendix) Today 
however, I believe that even in the absence of a 
statutory provision exempting gifts, we would 
not include them as taxable income 


* This narrow view, based upon a literal 
reading of the statute, was, to the adherents 
to such view, surprisingly jolted in Gregory 


v. Helvering, 35-1 ustc § 9043, 293 U. S. 266 
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As a general rule, Mr. Reiling writes, 
the statutory provisions 

for deductions are little more 

than pegs upon which 

to hang all legal opinion 

respecting the nature of each 
deduction. 


matter of legislative grace.® 
that the doctrine of legislative grace 1S as 
broad as it. is popularly conceived to be. It 
highlights the distinction between gross in 
come and net Also, it is true that 
deductions are treated as items separate and 
distinct from the items of 
rather than as subtractions in 
gross income, 


I do not agre¢ 


income 


ZTOss income, 
determining 
with the result that as a mat 
ter of income tax accounting it is not always 
necessary in a given tax year to 
with the 
income.” 


natch in- 


come producing thi 


expense ol 

Of course, the 
whether it will levy a general 
measured by net income, or 


legislature 


may choose 


income tax, 


whether it will 


tax all or certain kinds of gross 


income 
without providing for any deductions except 
those subtractions which 
arrive at gross income. 


must be made to 
But if the legislature 
enacts a general income tax measured by 
i that there shall 
be a concept of net income and that deduc 
tions from 


net income, it is essential 
allowed Cer 
tainly, as a minimum, the expense of producing 
the income must be 


ink ome be 


eTOSS 
allowed as a deduction. 
Not to allow such expense is, In my opinion, 


to modify the 
by net 


concept of a tax measured 


income. When we fail in 


some re 
find that 
erroneous views even 


spect to observe 


this concept, we 


we must correct our 


if they are approved by the Supreme Court 

*% The view of the economist appears to be 
that income means net income as computed 
after deducting the expense of earning the 
income (Edwin R. A. Seligman, work cited at 
footnote 13, at p. 19); and, generally speaking, 
accountancy is of the same view But neither 
is concerned with the legal incidence or subject 
matter of the tax as distinguished from the 
measure of the tax. Without making this dis- 
tinction, the British concept of taxabie income 
appears to accord with the view of economists, 
except as to depreciation, depletion and other 
allowances which are not made for expendi 
tures For the general British and American 
views respecting depreciation, see my paper 

Income Tax Depreciation and Obsolescence,"’ 
Pt. 12, Practical Aspects of Federal Taxation 
(Federal Bar Association, 1946) 

*“It makes possible a system of income tax 
accounting which is more flexible than in Eng 
land where expenses are deducted in arriving 
at income. For a more complete explanation 


Law of Income Taxation 


The need for a generally accepted concept 
of net income is not diminished by the tact 
that the deductions allowable in computing 
net income are enumerated in the statute 
As a general rule, the statutory provisions 
for deductions are for the most part little 
more than pegs upon which to hang all legal 
opinion respecting the nature of each deduc- 
tion. The wording of the statute 
inadequate in this respect if it effects a 
limitation upon the full operation of the 
law in respect of a given deduction insotar 
as it is essential to contorm to our 
of net income.” 


may be 


concept 
This is to say, the nature 
of each deduction is determined, at least in 
part, by our conception of net income. What 
constitutes an ordinary business, a loss, a 
bad debt, or depreciation or depletion sus 
tained, cannot settled by 
isolating the item into a separate compart 
ment ™ and abstractly reaching a conclusion 
wholly without regard to the effect which 
the conclusion may 


be satisfactorily 


have upon our general 
view as to what constitutes net income. To 
follow any like 
assembling the component parts for a house 


without first drawing the building plans 


such isolating process is 


For income tax purposes, however, it is 
not sufficient merely to determine what con 
stitutes taxable income and what items shall 
Since 
the tax 1s computed with respect to a fixed 
period, 


be allowed mm computing net income. 


usually a period of 12 months, it is 


necessary to allocate 


items of gross income 
and deductions to tax 


pursuant 


years This is done 


to the rules of the law of income 


tax accounting which 


as developed in this 
country is more comprehensive and flexible 


than that in any other country 
In my opinion, the administrative agency 


has broad power respecting accounting meth 


ods and this power is inherent in an income 


of this aspect of income tax accounting which 
I have made elsewhere, see my article cited at 
footnote 47 

" This was the situation as to the deduction 
of expenses under the statute involved in 
Higgins v. Commissioner, 41-1 ustc % 9233, 312 
U. S. 212. Code Sec. 23(a)(2) was enacted be- 
cause of the decision in the Higgins case. See, 
aiso, footnote 54, relating to wagering losses 

* The many cases which have arisen in re 
spect of the deductions emphasize this point 
What is not emphasized is that we often speak 
of ignoring the corporate entity or of arm's 
length transactions when we are really deter 
mining what is an expense or a loss. For 
example, in the case of a sale at a loss by a 
husband to his wife, the question is whether 
there is a loss within our concept of net income 
for income tax purposes. And the same ques 
tion may be involved where a sole stockholder 
sells to his corporation 
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taxing act, unless it is restricted by the 
terms of the 
the federal 


After the removal of 


under 
1913.” 
handi 

bring into 


statute, as was the case 


income taxing act ot 


this statutory 


Cap, legislation was enacted to 


operation a law of income tax accounting 
which may be synchronized with the gener- 
ally recognized commercial 


accounting methods and procedures ” 


and accepted 
For several reasons this objective has not 
been We compre 


hend that realization in money or its equiva 


attained were slow to 


lent is not essential to a receipt of income, 


and im the 


early days accrual 


Was looke d upon 


our system 
as a possible anticipation 
of income or expense. Also, the lawyer and 
the judge cannot be expected to be experts 
in accountancy, and as a general rule the 
with ac 


than with legal philosophy 


accountants are more concerned 
counting principles 


Possibly for these reasons, the usual prac- 


tice in the trial of cases respecting income 
been to include the 
finding that the 


constitutes a generally 


tax accounting has not 
evidence essential to a 
method in dispute 
recognized and accepted method in commer 
cial accounting. To fill the gap which would 
chiefly 


method of tax 


litigation has 
refinement of the 
accounting which we have 
nate the 


otherwise exist, con 


cerned a 
to denomi- 
method. It is the 
applied where the cas! 
desirable 


come 
accrual 
which is 


Strict 
method 
basis is not and no evidence is 
adduced to 


method 


Chen, too, recognized 
and accepted commercial accounting method 
or procedure should employ a definite stand 
ird or test event of legal 
And the 


ave the 


support the use of a different 


even a generally 


based upon an 


import tor mcome tax purposes 


administrative agency also should | 


power to reject those accounting methods 


which are not advisabl for orderly tax 
idministration purposes. But 
respect of the standards to be applied 


has not been generalized and reduced toa 


all opinion it 
proper 
generally accepted basis. This is to say, th 
direction which the law should take is fairly 
clear; but, burdened with a mixture of a 
counting legal 
law of 
system of 


well-defined rules, al 


practices and mechanistic 


theories, we have not segregated the 


imcome tax accounting into a 


vend rally recognized, 


h as a practical matter the objective 

It was held that the act of 1913 contem- 
plated the use of the cash basis only Marvland 
Casualty Company v. U. 8., 1 wst "29 251 
U. S. 342 (1920) 

See Secs. 8(g) and 13(d), act of 
and see T. D. 2433, issued under Sec 
quoted in part in U. 8.1 
269 U. S. 422 (1926). 
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has generally been achieved in the admin 


istrative process 


Briefly stated,” the theory of the law of 
income tax that an 
deduction need not necessarily 
be taken into account for the year within 
which it first becomes recognizable as tax- 
able income or allowable deduction. Per- 
haps income may be attributed to the year 
of origin, at which time it represent 
in an economic sense; but, if 
done, the amount so attributed 
not exceed the taxable income eventu- 
ally received. In any this method 
of attribution employed in tax re 
lief measures 


accounting is item of 


income or 


may 
income only 
this may be 
may 
event, 


may be 


Usually, however, if income is not taken 
into account for the year in which it first 
ripens into taxable with a corre 
sponding rule for deductions, the practice 
is to apply a doctrine of 
accounting to the 


income, 


postponing the 
which a further 
event of legal import in income taxation 
occurs. To put the doctrine in effect, tax 
methods are 


year in 


accounting employed, each 
method being geared to the happening of 
an event of a particular character. The tax 
accounting methods which may be thus em 


ployed fall into two general groups 


1) The cash basis.—By the use of this 
method, as customarily applied for tax pur 


poses, the accounting for income is post 


poned: to the year of actual or constructive 
receipt of money or its equivalent, and dé 
ductions are postponed to the year of pay 
ment except that prepaid items of expense 
are deducted for the 


t of the 


vear in which the bene 


payment is consumed. 


(2) The accrual group.—This group in 
cludes all acceptable concepts of an accrual 
The accrual method 
most generally employed is commonly de 
nominated the 
income and deductions are 
count as of the time the 
computed with accuracy. The 
accrual! group also includes: (a) the generic 
accrual method by which 
into account as of the time the 
occurs 


system of accounting 


Strict accrual method. By it, 
taken 
amount 


into ac 
may be 
reasonable 
income is taken 
transaction 
to bring into existence an enforce 
able right to the income, and an accounting 
ior an expense is made as of the 


liability 


time an 


enforceable comes into existence; 

'T have abbreviated the discussion here be- 
cause to do otherwise would require repetition 
of considerable material contained in my articles 
cited at footnotes 44 and 47, and ‘‘Tax Account- 
ing for Repricing and Other Reserves,’’ TAXES 
December, 1953, p. 990 
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To say that the cash basis or the 
strict accrual basis clearly reflects 
income is one of the myths in 

income tax accounting which early 
took the form of dogma but has 

not been able to survive as reasonable 
legal fiction. 


(b) the 
suant to 


accrual and reserves method, pur- 
which a known right to 
known liability is accrued as of the 
estimate 


incom 
aor a 
time a reasonable 
of the amount, a 


amount to be 


may be made 
correction to the actual 
made when the amount is 
known; (c) the earnings method which con- 
templates that an accounting shall be made 
of income as it 1s earned (in England this 
method constitute the 
two standard tax accounting methods); (d) 
the percentage of completion method, which 
is similar to the method except 
that it is applied primarily in reporting in 
come from long-term contracts; (e) the 
completed contract method, whereby the ac 
respec t of 


and the cash basis 


earnings 


counting in long-term contracts 
is postponed to the year of completion of 
the contract; and (f) the installment method, 
the effect of which is to 


counting for the 


postpone an a 
profit on an installment 


sale to the time when collection is made 


Che two standard tests of postponement 
support the use of the cash basis and the 
so-called strict accrual basis of tax account- 
ing. One virtue of these two 
tax accounting is that they may be applied 
when that 


taxpayer 


there 1s no evidence 


another 


method is employed by the and 


clearly reflects income The courts are not 


relative 
of accounting methods or to devise a method 
of accounting where the 


in a position to weigh the merits 


taxpayer has an in 
adequate accounting system or there is a 
failure to adduce sufficient evidence 
at the 


svstem 


to show 

accounting 
more meth 
circumstances, 


taxpayer has a propet 
must be one or 
these 


be applied against the 


Chere 
ods which, under may 
wishes of the tax- 
payer or the 


be And 


government, as the case may 
methods fill 
would 


administration of the tax 


these two standard 


e gap which otherwise exist to 


Which 


method may be so applied in a given case 


obstruct the 


depends upon the particular facts and cir- 


cumstances. However, this much 1s cleat 


Under these circumstances, the strict accrual 
basis of income tax accounting may be ay 
allocating income of a merchandis 


] lied 1 
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methods of 


ing, manufacturing or mining business to 
fixed accounting periods. 


A significant characteristic of both of these 
standard methods of income tax accounting, 
however, is that it is not inherent in either 
method that there shall be a matching of 
income and the deductible incurred 
in earning or otherwise producing the in- 
conic 


costs 


There is a matching of revenues and 
the subtractions which are to be made in 
arriving at gross income. For example, the 
cost of goods sold is to be subtracted from 
sales in computing gross income. Except 
for this item and other proper subtractions 
in computing gross income, if either the 
cash basis or the strict method of 
income tax accounting effects a matching 
of income with the expenses incurred in 
producing the income, it is entirely coin- 
cidental. 


accrual 


Indeed, to say that the cash basis or the 
strict accrual basis clearly reflects income, 
of course, is one of the myths in income 
tax accounting which early took the form 
of dogma but has not been able to survive 
as reasonable legal fiction [ 
mcome is 


Our concept of 
expressed by the term 
as distinguished from the economic 
concept by which income means net income, 
that is, revenues less the expenses of pro 
ducing the revenues. 
the accounting 
cludes the 


“gross 
i ome” 


Generally 
concept ol 
matching of 


speaking, 
income also in 
and the 
costs of producing the revenues except where 
aS a practical matter the 


feasible I do not 


revenues 


matching is not 
that 
unless there is a 


believe there is a 


clear reflection of income 
reasonably 


and the 


satisfactory matching of income 
expenses of producing the income 
But there may be a 
reflect 


basis or the 


justifiable failure 
And the use of 
strict 


considered satisfactory 


clearly to income 


the cash 


accrual basis 


may be The failure 


ot either to match income and expenses is 
justifiable for several reasons. In the first 
place, the convenience to the government 
and the taxpayers and the orderly adminis 
tration ot the tax justify the use of the 
cash basis for most taxpayers whose income 
is not derived from the operation of a busi 
Second, the 


income and 


ness 


accidental matching of 


expenses secures a reasonably 


satisfactory result in most instances where the 


cash basis or the strict accrual basis is applied. 
Phird, 


and expenses is not accomplished, it 1S be - 


wherever a matching of income 


cause the taxpayer does not employ a 
method designed to effect that result. This 


basis 
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or the strict accrual basis, he may not com- 
reflection of 
income is not offset by the 


plain that there is not a cleat 
mcome in Case 
deductible 


income 


costs incurred in producing the 


Likewise, the taxpayer may not 


properly complain where his method of ac- 
counting is inadequate in 


some respect, 


where in no evidence is adduced 
to show that the taxpayer kept his books in 
method of 


the principle of 


litigation 


accordance with a 


accounting 
based upon 
where, tor 
that the 


and 


matching, of 
only evidence is 
used the 
is adduced to show what 
when it is that the tax- 


And in view of the 


example, the 
taxpayet “accrual basis” 
no e€y icle nce 
is meant said 


payer used this basis. 
an administrative agency 
methods, if the 


approves the use of the cash 


broad powers which 


has respecting accounting 
agency basis 
and the strict accrual basis, it cannot fairly 
maintain that the 


methods do not promote 


an orderly administration of the tax or do 


not clearly reflect income 


Thus, in the final analysis the cash basis 
justified 

to the 
should frankly say 


Statutory 


and the strict accrual basis may be 


as proper in the absence of evidence 
contrary. Or pe 


that, 


rhaps we 


despite the provisions ré 


specting a ¢ lear re flection ot income, the law 
qt Wicoirne 


taxation permits the use of the 


cash basis and the strict accrual basis. Even 


if the strict accrual basis 


methods 


cash basis and the 
are both within the ac 
they 


taxation is to be considered 


arbitrary 


counting concept, the purpose which 


serve in mcome 


In ail I have 


mcome tax 


said, and throughout our 


law, we encounter difficulty in 


applying the characterizations which aré¢ 


found in other branches of such as 


law, 


corporations, partnerships, sales, 


ete Wherever the 


of in mcome 


contracts, 
characterizations availed 
taxation are the 
older titles of the 


has been made to give 


same as those 


found in law, an attempt 
them the same mean 
them in the older titles. To 
explain it in another way, an effort has been 


mM ule 


ings assigned to 


to administer income taxation by the 
use of the other 
aS a pene ral rule, 

producing 


rules in brancnes of law 


which, rovern the income- 
This attempt was 


in the early period of 


transactions 
especially effective 
mock rh mcomne 
and tor 


tainty that any 


taxation. Thirty years ago, 
later, there was no cet 
notable ettort 


other direction 


some time 


would be 


made Im any 


later 
doctrine 


lhis process constituted what we 


came to call formalism. It is a 


-It is not to be implied that 
is peculiar to income 
esses employed to 
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Uniform treatment is the 

primary objective of the body of legal 
Opinion out of which 

rules peculiar to income taxation 

are developed. 


of adherence to the 
are familiar 


which 
to us because they are found 
They are the 
rules which guide us in our income-produc 
ing activities. Their meanings were known 
by the time the income tax became a sub 
stantial source of governmental revenue. At 
least we generally assumed that they wer 


existing rules 


in the older branches of law 


In this early period the characterization 


belonging or believed to belong to a trans 
Was important. Or, as it 


said, , 


action was com 
important. Indeed, 
at times it was urged that form ts substance, 
except of course where it 
And income tax law for the most 
part may have remained in a stage denomi 
nated as (but not necessarily 
extreme formalism) had we not developed 
a body of legal opinion which is more potent 
than the formality of cataloguing the prob 


monly form was 
appears to be a 
sham 


formalism 


lems under the older titles of law or apply 


ing abstract rules of statutory construction 


In other words, had we not developed a 
law of income taxation composed of rules 
peculiar to taxing incomes, we would always 
employ the rules of other branches of law 
to aid us im income taxation. To call it 
formalism, however, is to obscure the pros 
ess which, in employed. New 


and rules are not 


reality, is 
distinct developed for 
taxation Phe 


ciples and rules of other 


every phase of income prin 
branches of law 
are employed, but they do not thereby b« 
come a part of the law of income taxation 
And the extent of the law of income taxa 
tion clearly understood in the 


this distinction. 


cannot be 
absence ol 
What caused the 


( xperienced int 


which we have 
Why 


doctrine 


change 
more years? 
did we begin to find flaws in the 
of formalism? In my 


recent 
opinion, the change 
came because uniform treatment is the pri 
mary objective of the body of legal opinion 
out of which rules peculiar to income taxa 


tion are de veloped “3 instance this 


If in any 
objective is not achieved, 


tionable 


the result is ques 
and perhaps may not endure as a 
permanent tabric in -our 


lack of 


income tax law 


This is to say, uniformity 


may be 


in income 
tinctive 


taxation may be said to be dis 
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merely a temporary condition even if it is 


expressly required by statute for a time 


The spearhead in our development in this 
respect has been the federal income tax. In 
this field, because of the differences in stats 


laws, We have special difficulties in securing 


uniformity. Thus, in at least one 
our situation differs from that of 


] mention 


respect, 

England 
England because there has been 
a tendency in the past to point to the Eng- 
lish system as superior to ours in that it is 
less complicated. 


Though the introduced 
in England in 1798, and except for a short 
period has present 
time, no law of income taxation comparable 
to ours has developed in that country. One 
partial reason for this difference is that th« 
English tax applies to a country where in 
many 


mcome tax was 


been continued to the 


respects one system of general law 
as a general rule the 
acterizations employed are 


meanings 


prevails; hence, char 
assigned the same 
country, though 
borrowed from other branches of 
For 


re garde d 


throughout the 
they are 


law and employed in income taxation 


which 1s 
part ot 
considered a sale if made 
land 


other transactions and the characterizations 
given them 


example, a transaction 


asia sale in One may be 


elsewhere in Eng 


England 


And a similar condition exists respecting 


For this reason, England has not felt the 
same need for a distinct law of income taxa 
as we have.” There has been less occa 


rules pecular to 


tion 


s1on tor income taxation 


Mhe philosophy of formality or applying the 
principles of other branches of law has not 
encountered the resistance 
The administration of the tax 
1as been simpler, for the 
expericnce dsthe 


which we have 
experienced 
| English have not 


throes of a development 


which can occur only where there is a con 


fusion of conflicting theories such as we have. 


In the United States, however, we 
multiple system of general law. 


have a 
There is no 
tederal common law giving the characteriza 
tions employed in the federal taxing act the 
same meaning in all of the 


eral legal purposes 


states for gen 


Moreover, not all state 


systems ot law have 


a common law origin; 


In addition, the English system is simpler 


because of the English concept that income 
means revenues less the expense of producing 
the revenues, thus eliminating the necessity for 
enumerating deductions for the most part; but 
this feature does not permit the flexibility in 
income tax accounting which we have; and the 
taxing act also is simplified by not taxing 
capital gains as we do 

‘For example, in Partington wv 
General, L. R. 4-H. L. 100, 122, 


Attorney 
Lord Cairns 


Law of Income Taxation 


and even the common law states do net 
agree in all respects as to what the common 
law is. In short, the laws of the several 
states are not uniform, although some progress 
has been made toward uniformity. But even 
where uniform statutes have been adopted, 
the interpretations are not uniform in all 
And there are areas where statu 


Variations 


respects, 
made trom the 
the uniform act. Charac- 
terizations such as sales, leases, gifts, divi 


tory have been 


common law or 


dends, partnerships, associations and many 
others, when used in income taxation, there 
fore may have different meanings to citizens 
in different parts of the United States 


Under 


tain a generally 


these 


circumstances we may ob 


satisfactory administration 
following one ot 
accept the differ 
ences in meanings as they extst in the states 


of a federal income tax by 
two methods: Either we 
and apply the tax accordingly or we must 
arrive at some formula of a different nature 
uniformity Actually, 
has been adopted in its 


in securing 
method 


neither 
entirety; 
and each method is applied in son respect 
Indeed, one current complexity arises from 
our lack of 


agreement as to the scope ol 


each method (ute otten, to use a popular 
statement, the problem is one of determin 


ing where state law is controlling.” 


In real 
ity it is a question as to whether formalism 
shall prevail to the extent of preventing an 
unsatisfactory lack of uniformity; otherwise 
we may 


classify a transaction according to 


its denomination by the state law 


\s to shall be drawn, I 
suggest that the problem resolves itself into 


where the line 


one ot determining the 


legal 
uniformity By this I 
mean a uniformity which eliminates the dra 
matic elements and and 
transactions upon the basis of facts of legal 
import for 


strength ot 
opinion respecting 


classifies persons 


income tax purposes. I do not 
say, and this discussion is not aimed at jus 
tifying the proposition, that this should bs 
the central theme of our 


law of income 


taxation. I am interested only in ascertain 
ing what the general trend is, and not what 
it should be. But I believe that the 
current of the development is in the direc 


tion of a uniformity of treatment determined 


main 


said I am not at all sure that in a case of 
this kind—a fiscal case—form is not amply 
sufficient by 


* Edward N Polisher, ‘‘Disregarding the 
Common Law Concepts in Federal Taxes,’’ 
TAXES, July, 1945, p. 594: Robert C. Bartlett, 
“The Impact of State Law on Federal Income 
Taxation,”"’ 25 Chicago-Kent Law Review 103 
(March, 1947); J. William Norman, Jr., ‘‘State 
Legislation and Federal Taxation,’’ TAXEs, 
January, 1948, p. 35 
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to the 


the peculiarities which may exist 
taxation 


by relerence 
import to 


facts which are of legal 


in income 


The 


come tax 


treatment is to be 
The federal income tax is not 
being comple tely geared to the characteriza 
lions employed in the general laws of the 
48% states. The law of the older branches 
such as that relating to property, contracts, 


geared to the in 


sales, corporations, partnerships and trusts, 
often is availed of in administering the tax. 
In many respects differences, of course, do 


not among the 


exist states, or if there are 
not significant for fed- 
eral income tax purposes. Generally speaking, 
with the differences 


general 


differences, they are 


we are concerned only 


which disturb our 


and 


sense of 
Wherever 
this occurs, then the tendency is to formu 
late and apply a rule which is peculiar to 
mcome taxation 


legal 


yustice uniiorm treatment 


lhe general theory is thaté 
persons and transactions may be specially 
classified for income tax purposes in order 
to secure the desired uniformity, even though 
the classification does not accord with that 


found in other branches of law 


Che first outstanding step in this direction 
came when a group otf persons clearly con- 
partnership 
held to be an 


mcome tax 


Stituting a 


under Texas law 


Was federal 
To use a popular 
law was ignored for fed 


eral income tax purposes 


association tor 
purposes os 


conception, state 


In my opinion, however, the holding can 
not be rationalized on this basis. The group 
remained a partnership under Texas law 
and for general purposes undoubtedly was 
recognized to be such in any operations 
outside the state And 
Texas law the ownership of the 


partners 


which it carried on 
under 
income was in the However, con 
sidering all of the facts which are peculiarly 
federal income and 
fact that the group constituted 
a partnership, it was believed that the group 
belonged in the with othe 
groups which were classified as associations 


for the purposes of the tax In 


relevant to taxation, 


ce Spite the 


Same category 


other 


If it were not for the 
affected by the law of other states, a state 
might secure uniformity in treatment without 
developing a sizeable body of law peculiar to its 
income tax 

™ Burk-Waggoner Oil Association v 
1 uste © 143, 269 U. S. 110 (1925) 

*The effect of this decision 
that income—and not the person—is the sub- 
ject matter of the tax, that income need noi 
be taxed to the owner of the income and that 
the owner may be grouped with other persons 
to constitute a tax-paying entity Note, also, 
that partnerships as such were subject to 
excess profits tax under the Revenue Act of 
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words, legal opinion peculiar to 
that for income tax the 
organization did not belong in the 
same group with partnerships—that it be 
longed with corporations and associations, 
despite the denomination given by 
law.” 


‘I her e Was 
prohibiting 


the tax 


ruled purposes 


Texas 


Texas 


nothing in the taxing act 
this legal opinion from being 
brought into operation. Whether the taxing 
act may properly prohibit the operation of 
this legal opinion is an academic question 
which I shall not discuss, for as long as 
the holding in that case remains the gen 
erally accepted rule there is little chance 
that such a prohibition will be written into 
the statute. If the prohibition ever becomes 
statute, | would say that the 

correctly predict the con 
sensus of legal opinion or the prohibition 
constitutes a temporary misconception ot 
the generally accepted rule. 


This desire for uniformity is not 
fined to the classification of 
tax-computing entities. It 
transactions 


the 
did not 


a part ol 
court 


con- 
taxpayers OF 
also is felt in 
For example, a 
which constitutes a sale in one 
not be 


classifying 
transaction 


with sales for 
tax purposes It 


grouped with leases.” 


state may classified 


federal income may be 


which 
has all of the requisites of a lease under the 
laws of any state in the Union may never 
theless be classified as a sale, if it also has 
the features of 
port tor income tax purposes 
example, that 
yearly 


On the other hand, a transaction 


sale which are of legal im 
Suppose, tor 
\ executes a lease to B fora 


rental which will, over 


the term ot 
the lease, return to A a fair sales price for 
the property; and the lease also provides 
that at the end of the term A will convey 
property to B, providing, of course, B 
has duly made the rental payments 


the 


law it may be that this is 
least it 
the 


purposes it 


In real estate 
sale \t 
the 


for inconmie tax 


not a be a sale 
But 


the 


may not 
executed 


fall in 


as of time lease is 


may 
1917. Also, affillated corporations were manda 
torily taxed as a unit under the act of 1918 
and under later acts have been permitted to 
file consolidated returns; but no new taxpayer 
is created by these provisions which only 
created a new tax-computing unit with each 
corporation liable as such for the tax attribu 
table to it. Cf. Woolford Realty Company 1 
Rose, 3 ustc % 938, 286 U. S. 319 (1932) 

”% Burnet v. Harmel, 3 ustc § 990, 287 U.S. 103 
(1932). In considering this case it is to be noted 
that, according to the Court, the statute did 
not preclude the operation of opinion peculiar 
to the tax 
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It is essential that we broaden our 
vision and modify the concept that 
the law of income taxation is 
composed of rules of constitutional 
law and statutory construction. 


Same category as a 


possession of the 


sale, since B is in 
property and is paying 
an amount which will entitle him to legal 


title to the property.” 


Then, too, uniformity in treatment 
to destroy tax-avoidance 


seeks 
schemes.” The 
process is the same as in other cases where 
we classify transactions according to their 
features of legal import for income tax 
Where a transaction is a sham, 
we are generally agreed that it should be 
treated as such for income tax purposes. 
A person cannot escape tax liability by a 
mere sham. By sham I mean that it is not 
necessary to examine into the state of mind 
of the particular person who conceived the 
sham. It is sufficient if by the actions and 
views of reasonable men it is generally 
recognized as a sham 


purposes 


We sometimes lose sight of this funda- 
mental objective as to uniformity of treat- 
ment when we make 
theories as to 


into the 
whether the transaction has 
a business purpose, whether we should look 
to substance rather than to form, or whether 
the transaction is the had 

De- 
line of 
serve a purpose, the 
eliminate the lack ot 
insoltar as it 
And I do not 


purpose oft the 


excursions 


same as if it 
effected in a different 


Spite the 


been manne! 
suggested by 


which 


tests this 
inquiry, all of 
ultimate 


uniformity in 


goal is to 
treatment jars 
think 
individual 
The conclusions which 
made 
effect of the transaction, 
purpose which 
from the 


our sense ol! 
that 


taxpayer 


justice 
motive of 
1S decisive 


reasonably may _ be 


respecting the 


scope and 


and 


the motive or 


to be 


is reasonably 
expt cted character of the 

“” Robert A. 
(1933) 

*! Of course, there is a difference of opinion 
respecting what constitutes a _ tax-avoidance 
scheme. This difference of opinion is one of 
the incidents in developing a law of income 
taxation. A device which is generally agreed 
to be a scheme to avoid tax cannot succeed 
The fact that it temporarily succeeds is due to 
the fact that it may take considerable time to 
formulate a consensus of opinion respecting the 
device. For this reason, in order to maintain 
itself, the art of tax avoidance must continue 
to bring forth new schemes and exploit them 
as rapidly as possible before the law of in- 
come taxation, which is only in a development 
stage, can properly analyze and classify the 


Taft, CCH Dec. 7944, 27 8TA 808 
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transaction, are of greater legal import than 
the motive or purpose of the individual. 


But when we go further than this we have 
difficulty in making a proper classification 
because transactions in the business world 
are for the most part effected for good 
business reasons, without any tax-avoidance 
motive. To employ a subjective test, mak- 
ing the classification depend upon motive is 
not a satisfactory, workable system. All 
transactions wherein tax avoidance may be 
present cannot be 
this possibility. 
to apply a 
it will 


reclassified because of 
In short, the problem is 
which has balance in that 
eliminate tax-avoidance schemes 
without penalizing those engaged in proper 
transactions 


test 


Wherever the test does not have balance, 
efforts to reclassify a transaction may fail, 
even though the transaction is one readily 
available for tax-avoidance purposes. As an 
illustration, take the problem of family 
partnerships. This has been a problem in 
federal taxation since the enactment of the 
income 1913. One extreme 
position is to ignore all family partnerships 
But we have not content to accept 
this position because we know that there 


taxing act of 
been 


are many sound family partnership arrange 
ments. The other extreme isto question 
none It, too, is not a valid position be- 
we know that there are those which 
exist only for tax-avoidance purposes. 


As long 
choice, we 
To end 


the gap 


cause 


as these two extremes were ou! 
were in considerable confusion 


the confusion, and at least bridge 
pending further generalization, a 
statutory provision has been enacted which 
proposes to predict what the rule should 
be.” Whether it attains its objective, time 
will tell But this 
it has virtue It 


appears to 


said 
neither 


much may be 
certain 


extreme It 


adopts 


have considerable 


balance. It applies a rule of law and does 


not depend upon the state of mind of the 


individual. The result is one which could 
scheme. Or, to state it differently, as long as 
we are in a development stage, a taxpayer can 
not know what is tax avoidance, what is per- 
missible for tax purposes or what is not, until 
he explores the new regions and a body of legal 
opinion develops to provide the answers. But, 
I may add, if the tax treatment in a particular 
case jars a reasonable sense of uniformity in 
treatment as compared with similar instances 
where without the benefit of device a greater 
tax is incurred, this should be a warning signal 
that the tax device may not withstand the 
test, whether we call it avoidance or an error 
in legal opinion 

* Code Sec. 191, as added by Sec. 340 
nue Act of 1951 


Reve 
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have been reached, and as a practical matter 
actually was reached in 


without legislative action 


some instances, 


Of many instances in 
| 


vhich the tax result may be affected by the 
Wmipact of our to 
do not propose 
My purpose here is 


course, there 


are 
general objective 
treatment I 
all of them 
the that developing 
a separate and distinct subject which prop- 
erly may be entitled the 
The process ot 
aspect of the 


r, 11S an important one 


As I 


achie ve 
uniformity of 


to discuss 


to pose thesis we are 


law of income 


taxation classification is 


How 


only one 


development 


essential 
broaden our the 
that the law of income taxation is composed 
at rule ol 


have said, it is 


that we 
vision and modity concept 
and statutory 
developing a 


constitutional law 


We 
taxation becaus« 
other 
essential 


construction 


are law 


of income 
differs 
concepts 


mcome taxation 


New 


necessity 


from kinds of taxation 


And the 


standards and rules to secure 


are 
tor uniformity 
of treatment 1s more 


federal 


acute, especially in the 
tax \ 
simple 
practical except when 
the « 


taxation 


case of the 


the 


mcome tax on 


person as such is a 


tax and is 
not 


flat 


measured by a 
the poll 
the 


because it 


sum as in ase ot tax 


Property does not have com 


plheations of income taxatron 
depend 
It has 


CATE d 


upon ownership on assessment day 
a simpler legal structure, must be 
the property 
and its ownership, and is administered upon 
wie the 


to general concept of 


a State basis in 


conformity with 


laws of the particular State 


Generally speaking, excise 


| 
also 


taxation 


has a simple legal structure It is 


levied 


* Bromley v. 
U.S. 124 (1929) 


McCaughn, 1 vuste % 438, 280 


HOW TO DEFEND NET WORTH 


the 


question 


increase in net worth the year in 


taxable income of that 
from a surplus built up in 


aT 


Io! 
was trom 


vear, and not 


previous years 


Conclusion 


admissions of the tax- 
to net worth have been 
the principal link in the chain of circum 
which to 


have 


In many cases the 


payer with respect 


stances have used 


courts sustam 


convictions Those not 


courts re- 


" Pollock v, U. 8., cited at footnote 10; U. 8 
v. Friedberg, cited at footnote 1 
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upon a state-granted privilege not common 
to all persons or upon a particular use of 
property or exercise of a single power in- 
cidental to ownership.” If the tax is meas- 
ured by income, and hence popularly regarded 
as an income tax, income is not the subject 
matter or of the tax and 
the tax is not an incomé 
tax, aS for example in the case of a tax 


incidence 
as a matter of law 


legal 


which is levied on doing business in corpo 
rate torm 
Except 


and is 
the by in- 
tax generally is levied as 


measured by income. 


where tax is measured 


come, an e€XCcis¢ 
a flat tax upon a transaction or is measured 
by to property. In event, 
it is essential that the tax be geared to the 
law respecting the taxable transactions, thus 
little for the development of 


a sizeable body of rules peculiar to the tax 


reference either 


leaving room 


In conclusion, 


lf we taxation 
vorthy of that title, it is important that we 


this should be emphasized: 


are to have a law of 


income 
agree upon the main philosophy and frame 
work, Whatever it 
shall difficulty the 
the body of tax 
distinguishing it from the more 
method ot to find the pigeo! 
branches of law to which 
ve may distribute our income tax problems 
We therefore to clearer 
between legal opinion which is peculiar to 
the and that not and to 
generalize the opinion peculiar to the tax 
and reduce it to a workable system of rules 
which 


may be Otherwise, we 


have defining 


income 


scope Oo! 
distinct law and 
formalisti 
attempting 


holes in other 


need draw a line 


tax which is 


understood and 
Thus, the practical purpose 1s 
the administration of the tax 


[The End] 


may be more easily 
explained 


to simplify 
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quired the government to offer any sub 
staritial independent evidence from which 
intent may be inferred. The Calderon case 
is the first to hold that the government 
must offer substantial independent evidence 
of the offense before it can rely upon the 
taxpayer’s admissions. The of 
the Supreme Court in these will 
be of great importance in net worth cases, 
and may settle several important questions 
applicable generally to tax evasion cases. 


[The End] 


decisions 


cases * 


* Cited at footnote 1. 
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Special 
Business Problems 


The Author Outlines Three Theories 


Which Have Arisen Concerning Liability in 


the Surety-Contractor Relationship 


Employment Taxes and 


Payment Bonds 


By WILLIAM H. BOWEN 


Q OM FONE HAS SAID that taxation 
‘ is the art of plucking from the luckless 
subject the most feathers with the 
squawking. The federal taxing 
found the air 


least 
authorities 
rent with loud 
and successful squawking, or protestations ’* 


i? 


if you please, directed at 


have recently 


their continuing 
efforts to exact from professional sureties 
employment taxes * 
for whom the 


of delinquent taxpayers 


sureties had executed 


pay 
ment bonds. 


The taxes typically 


cerned, in the order presented in the Inter- 
nal Revenue 


employment con- 
Insurance 
taxes,” federal 
taxes,’ 


Code, are Federal 
Contribution Act (FICA) 
unemployment (FUTA) 
holding 


and with- 


taxes.” 
As the tax 
1954 an 


some as the 


practitioner knows, for the 
FICA tax (better known to 
social security tax) equal to 2 
per cent of wages paid shall be withheld 
by each employer employees’ 
wages, which taxes, together with an excise 
tax in an equal amount to be paid by the 
employer, are levied on the latter. The 
FUTA tax is a levy of 3 per cent of wages 


veal 


from his 


who has 
on each of 20 days during the taxable year, 
each day being in a different calendar week, 
as many as eight employees 


paid exacted from the employer 


Finally, every 


withhold in 1954 


employer is required to 


'For example, Fireman’s 
Company v. U. 8., 54-1 uste § 49,026 (CA-9); 
Westover v. William Simpson. Construction 
Company, 54-1 { 49,022 (CA-9); U. 8. wv. 
Zschach Construction Company, 54-1 ustc % 9164 
(CA-10); General Casualty Company of America 
v. U. 8., 53-2 ustc § 9483, 205 F. (2d) 753 (CA-5); 
and United States Fidelity &€ Guaranty Company 
t U. S., 53-1 ustc § 9249, 201 F. (2d) 118 
(CA-10) 


Fund Indemnity 


UST¢ 


Employment Taxes 


aS al 


income tax an equal to 18 
per cent of the which each em- 
ployee’s wage exceeds specified exemptions. 
Certain exceptions 
pertinent to this 
to the administration of 


amount 
amount by 
and exemptions, not 
applicable 
taxes. 


discussion, are 
these 

The facts involved in the cases * are 
often these. An 
contractor 


quite 
individual or 
a public job contract. 
If repair or construction of a federal public 
building is involved, performance and pay 
ment bonds securing the United States and 
persons supplying material and labor, re- 
spectively, are required by the Miller Act.’ 
If a state building is involved a bond may 
be required by the law of the 
ilarly guaranteeing 
ment of 
The 


contractor’s 


corporate 
secures 


state sim 


perlormance 
labor by 


bonds 


and pay 
material and 
requisite executed by the 
vary in language but 
are generally conditioned on the faithful 
performance of the contract and payment 
by the contractor of all persons furnishing 


labor and 


The authority 
cently instituting a multipronged 
effort against the sureties to effect collection 
of taxes when the contractor defaults undet 


surety 


materials. 


federal collection 
been 


has re 


the contract and is delinquent in payment 
of his employment tax lability accrued by 
reason of wages paid in performance of the 

Chap. 9, subchaps. A, C and D, Internal 
Revenue Code 

3 Code Secs. 1400 and following. 

* Code Secs. 1600 and following 

5 Code Secs. 1621 and following 

® Cases cited at footnote 1. 

tAct of August 24, 1935, ch. 642, Sec. 1, 49 
Stat. 793 (40 USC (1946 Ed.), Sec. 270a) 

* Vernon's Texas Civil Statutes Annotated 
Art. 5160 
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Mr. Bowen was employed 

as a trial attorney in the 

Tax Division of the Department of 
Justice from May, 1952, 

until December, 1953. At 

present he is a member of the firm 
of Mehaffy, Smith & Williams, 
Little Rock, Arkansas. 


contract. Any one or all of the following 


theories have been utilized 


The first theory is premised on the propo- 
sition that under the bond the surety is 
obligated to pay all the wages of the labor- 
ers upon default of the contractor, and that 
this obligation includes that of paying the 
portion of the withheld or which 
should have been withheld in payment of 
employment taxes. Stated differently, the 
government has urged that as to the portion 
of the employees’ withheld 
as taxes, the government stands in the shoes 
of the employee by 


wages 


wages to be 
what amounts to an 
that 
against 

wage 
earner had assigned a portion of his wages 
third party, the government reasons 
that the surety would be responsible to the 
defaulted® and 
same is applicable to 
collected by withhold 
Ing his theory has been urged in support 
of only the 
the surety for 
FICA 

With respect to the 
the FICA taxes and the 
by him, the 


assignment by 
portion oft the 
the delinquent 


operation of law of 
claims 
employer. If the 


employees’ 


to a 
assignee if the employer 
that, by analogy, the 
taxes on wages to be 
assertion of liability against 
half of the 
withholding 


the employee’s 


taxes and for taxes 


employer’s half of 
FUTA taxes owed 


government has 
broader theory of 


asserted a 
liability in its efforts at 
collection from the surety. It has theorized 
that inasmuch as the payment of employ- 
ment taxes is indispensable to the prosecu- 
such taxes are enbraced 
within the condition of the bond.” 


tion of the work, 


If the facts of the case include a finding 
that after the default of the contractor the 
surety, to lessen its itself 
with completing the construction either by 


loss, concerns 


* United States Fidelity & Guaranty Company 
v. U. 8. for the Benefit of Bartlett, 231 U. S 
237 (1913): Title Guaranty & Trust Company 
v. Crane Company, 219 U. S. 24 (1910). 

% See Brogan v. National Surety Company, 
246 U. S. 257, 261-263 (1918); U. 8. v. Seaboard 
Surety Company, 26 F. Supp. 681, 688-692 (1938), 
aff'd sub nom. Watsbaugh & Company v. Sea 
board Surety Company, 106 F. (2d) 355 (1939). 
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directing the work done by a successor con 
tractor or by furnishing money to the 
delinquent contractor for completion of the 
job, then the government third 
theory of liability. 


asserts a 


This last-mentioned theory arises not un 
der the surety’s bond but, rather, under 
Section 1621(d)(1) of the Internal Revenue 
Code which provides that “if the person 
for whom the individual ‘performs or per 
formed the services does not have control 
of the payment of the wages for such serv- 
ices, the term ‘employer’ means the 
person having control of the payment of 


” 


such wages;.... 


The government’s first effort at the trial 
court level to sustain this theory in W1lliam 
Simpson Construction Company v. Westover’ 
met with no The second effort 
was successful. In the Swedlow Engineering 
Company case”™ the surety, after the 
tractor ran out of money, furnished 
local bank to be used to 
payroll checks of the contractor. Althoug! 
no effort was made by the surety in any 
manner to direct the continued work pet 
formed by the contractor, the trial court 
held that, independent of its obligation un 
der the bond, the surety became liable for 
the employment taxes which accrued afte: 
the contractor’s default. The theory was 
posed and the court concluded that becaus« 
the surety had control of the 
subsequent to the 
contractor, the 


success 


con- 
funds 


to a cover the 


payment ol 
default of the 
thereby 
intendment of Section 


wages 
surety became the 
employer within the 
1621(d)(1) of the Code It is not 
whether the court intended that this theory 
be sufficient to embrace liability for thie 
employer's half of the FICA taxes and the 
FUTA taxes in suit, judgment for 


1 
cieal 


W hic ] 


was entered for the government 


The latter theory and victory was short 
lived and with its there tumbled 
about the collector’s head the ruins of the 
mainstay of his offense, the theory of liabil 
ity on the bond. On appeal of the Wtlam 
Simpson Construction Company case, the 
Court of Appeals for the Ninth 
affirmed the conclusion of Judge Harrison 


demise 


Circuit 


that the surety was not an employer, and 
the circuit court ruled that the government’s 


1151-2 ustc $9399, 100 F. Supp. 125 (DC 
Calif., 1951), aff'd Westover v. William Simpson 
Construction Company, cited at footnote 1. 

2U. S. v. Swedlow Engineering Company, 
51-2 ustc { 9476, 100 F. Supp. 796 (DC Calif.), 
1951), rev'd sub nom, Fireman’s Fund Indem- 
nity Company v. U. 8., cited at footnote 1 
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attempt to impose liability for the employ- 
under the bond of the surety 
was without merit and an arbitrary perver- 
sion ot the legislative purpose of the Miller 
Act requiring the bond. Relying upon the 
authority of the William Simpson case, the 
Ninth Circuit then proceeded to reverse in 
a per curiam decision the Swedlow case. 


} 


ment taxes 


hus, the Ninth Circuit has joined hands 
with the only other courts of appeal yet 


to decide the question. 


In United States Fidelity & Guaranty Com 
pany v. U. S.* the court concluded that “no 
case to which our attention has been called 
goes so far as to hold that an employer's 
tax liability is within the provision of the 
bond because 
paying the 


merely were used in 
liability and 
The Fifth 
Circuit agreed,” stating that although the 
employment taxes there in suit were “meas- 
ured by the amount of wages, the amount 
due the United States was owing as taxes 
and not as wages.” ® 


wages 
employee's tax 
creating that of the employer.” 


Although the 
severe 


government has suffered 
reverses in the Fifth, Ninth and 
Tenth Circuits, it has pressed less plausible 
theories, at times in equal peril, to victory.” 
Certainly, given a factual situation where 
as much or more control is exercised by 
the surety than appeared to be the case 
in the Swedlow decision, another circuit 
might well hold the surety responsible as 
an employer for the taxes. It is believed 
a safe prediction that our nation’s bonding 
companies have not heard the 


three theories of liability 


last of these 


An intriguing related problem sometimes 


presented by these involving 
claimants to amounts payable 
defaulted contractor for 


formed before default. 


cases 18S one 


priority of 


t 
to the 


work pet 


In the United States Fidelity & Guaranty 
Company there amount of 
$4,960.24 due the subcontractor-taxpayer 
for work done. The government claimed 
a prior statutory right™ to this money in 


case Was an 


satisfaction of its lien for employment taxes 


owing by the defaulted contractor The 


* Cited at footnote 1 

4 General Casualty Company of 
U. 8., cited at footnote 1 

% General Casualty Company of 
U. 8., cited at footnote 1, at p. 755. 

% Arrowsmith v. Commissioner, 
{ 9527, 344 U. S. 6 

17 Code Secs. 3670, 3671 and 3672 

%U. §. v. Security Trust & Savings Bank, of 
San Diego, 50-2 ustc § 9492, 340 U. S. 47. 

”% Glass City Bank of Jeanette, Pennsylvania, 
v. U. 8., 452 ustc 7 9449, 326 U. S. 265. 


America v 
America Wv. 


52-2 usc 


Employment Taxes 


lien asserted was a perfected lien,” and 
even attached to after-acquired property of 
the taxpayer.” 

The surety claimed successfully, however, 
a prior right to the fund by virtue of the 
assignment of the subcontractor, executed 
by the latter in its application to the surety 
for the bond, of “all right, title and interest 
it had under the subcontract, including all 
retained percentages, deferred payments, 
earned money, etc.” ” The court concluded 
that “When a surety is called upon and 
makes good under its contract of surety 
ship upon default of its principal, it acquires 
an equitable lien against any sum remaining 
in the hands of the [principal]. . This 
equitable lien relates back to the date of 
the contract and is superior to a govern 
ment lien for unpaid taxes subsequent to 
the date of the contract for surety-ship, 
although prior to the date of payment by 
the surety.” The Security Trust & Savings 
Bank which held that the equitable 
doctrine of relation back would not operate 
to defeat a federal tax lien, was held not 
applicable because of the finding that on 
default the surety stepped “into the shoes” 
of the taxpayer, 
rogated to the 
lated 


7 22 
case 


whose rights—then sub- 


those funds re 


date of the 


surety—in 


back to the contract.” 


Given the facts obtaining in the United 
States Fidelity & Guaranty Company case, 
combined with a finding that the contractor- 
taxpayer insolvent within the intend 
ment of Statutes Section 3466," 
it would that even the specific 
of the would be 
to the government's 


was 
Revised 
appear lien 


surety second in priority 


claim for taxes.” 
this 
surety companies can ex 
litigation in this field of 
employment taxes, with the probable excep 
tion of matters which will be appealed to 
the Courts of Appeal for the Fifth, Ninth 
and Tenth Circuits; and the well-informed 
surety will cautiously 


foregoing 
The 


continued 


From the 
warranted. 
pect 


caveat seems 


proceed to furnish 
either money or supervision in completion 
of a construction job on the default of the 
contvactor for 
payment bond 


executed a 


[The End] 


which it has 


* United States Fidelity &€ Guaranty Company 

U. 8., cited at footnote 1, at p. 119 

21 United States Fidelity & Guaranty Company 

U. 8., cited at footnote 1, at p. 121 

22 Cited at footnote 18. 

3Cf. U. 8. v. Albert Holman Lumber Com 
pany, 53-2 ustc 7 9545, 206 F. (2d) 685 (CA-5) 

* 31 USC (1946 Ed.), Sec. 191 

%U, 8. v, Gilbert Associates, Inc., 53-1 ust 
f 9291, 345 U. S. 361 





Corporate 
Organization 


The Ratio of Debt to 
Capital Is at Best but a Useful 
Guide, Says the Author 


Fat Advantages of the Thin 


N thre last 1 


siderable tax 


has been con 
with the 
corporation” or, 


vears, there 


literature dealing 


subject of the “thin 


more 
technically termed, the inadequately capital 


ized corporation. The object of this article 


cone lusions 


< to 


evaluate the 
many ot the 
of the 
+} 


reached by 
writers on this subject, in light 
cases cited by them as authority for 


ieir conclusions 


Asa result 


ot these articles, there appears 
to he 


a widespread belief that the thin cot 

poration should no longer be employed by 
tax planners—or if there 
should be strict adherence to a magic, debt 
v. capital ratio as supposedly enunciated by 


the Ruspyn and Talbot Mills 


It is 


considered at all, 


cases 


submitted that this belief is based 
on a musconstruction of the numerous cases 


on this subject 


The expected tax 
porating 


advantages of incor 


“thin” are 


(1) The withdrawal of cash by the stock- 
holder-creditor in the form of repaynmient of 
which could not be done if these 


advances had been “frozen” in the form of 
stor k 


(2) The deduc 
tion to the corporation on these loans, which 
would not be 


had 


as foliows: 


loans, 


allowance of an interest 


these advances 


stock, 


(3) The deduction of a business bad debt 
upon the failure 


available if 


been in the form of 


of the corporation as op- 
posed to a capital loss if these advances had 
been in the form of stock 


Che principal tax advantage envisaged by 
the counsellor in the formation of the thin 
corporation is the first 


one enumerated 


above, namely, the opportunity of recouping 
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a portion ot the without tl 


taxes on the 


investment 
paying dividend 
from the 


necessity of 


withdrawals corporation. 


For example, an individual desi 
He wishes to start busi 


If the incorporation 1S 


assure 
ing to incorporate 
ness with $300,000 
effected along usual and conventional lines 
all $300,000 will be capitalized 
ther that the corporation is successful and 
after two years there is an existing surplus 
of $100,000. If the stockholder 
withdraw any or all of this surplus, he 
ot course, pay 


Assume fur 


wants to 
will, 
taxes on this withdrawal in 
the form of a dividend tax. However, if the 
corporation had been formed with $200,000 
in stock and $100,000 in loans, the wit! 

drawal of $100,000 could be effected without 
the payment of a tax, by the mere expedient 
of repayment of the loans. 


How have the reported decisions treated 
these repayments of 
stockholder? The startling thing is that the 
cases cited by many writers do not hold 
that such a repayment will be treated as a 
dividend! Whether or not this situation will 
continue is not within the scope of this dis 
cussion (the question has raised -in 
cases). A critical evaluation of th« 
cases cited by authors on the subject of thin 


“loans” bv such a 


bee n 
some 


corporations reveals the significant fact that 
really deal with allowance of a 
business bad debt or allowance of 
est deduction. 


the cases 
an inter 
When it is remembered that 
the primary tax purpose is usually to wit} 
draw tax-free cash from the corporation, it 
can hardly be claimed that the thinly organ 
ized corporation is defunct as a taXx-savil 
device 

It would appear that the reported cases 


on this subject can be segregated into tw 
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Corporation 


By JOSEPH RABIN, CPA and 
Attorney, Los Angeles 


those 
interest 


actual situations involving the al- 
deduction to the 
involving the allow- 
bad debt to the stock- 
holder who advanced funds to the corporation 
in the form of 
As to the latter, it would appear to be 
well settled that a stockholder who 
money to his own corporation will, in gen- 
only be entitled 
cebt in the event of a failure of the corpora- 


I 
lowance otf an 


corporation and those 


ance of a business 


loans. 


loans 


eral, to a nonbusiness bad 
tion There are decisions to the contrary, 
but the against the 
least in the Tax Court. 


probabilities are tax- 


paver, at 


that 
the thin corporation 


The important issue is, however, 


dealing with 
cited 
vulnerability 


tiated 


writers 
indicating its 
clearly 
disallowance of 
and the 
loans as 


have these cases aS 


and have not differen 
between the 


bad debt 


repayment of 


a busi 
treatment of the 
This 


one, especially when it is 


ness 
dividends 
issue is a critical 
realized that the allowance of a business bad 
the major consideration in the 


debt is not 
tax planning of a thin corporation. 
that it should not be 
as a possibility. It 


relegated to 


This is 
not, ot course, to Say 
considered 


how 
a minor position within 


must, 
ever, b« 
he framework of the prospective tax structure 
vith the dis 
debt are: 


17,094, 13 


The important cases dealing 


| 
ance ot a business bad 


1) Sam Schnitger, CCH Dec 
rC 43 (1949) 

(2) William Bernstein, CCH Dec 
(M), 11 TCM 118 (1952). 

(3) Wallace I 
18,792(M), 11 TCM 


18,777 
Chesshire, 


146 (1952). 


(4) Samuel T. Tauber, CCH 
(M), 11 TCM 269 (1952) 


CCH Dec. 


Dec. 18,871 


Thin Corporation 


(5) Janeway v. Commissioner, 45-1 
{ 9162, 147 F. (2d) 602 (CCA-2). 

(6) Erard Matthiessen, CCH Dec. 
16 TC 781 (1951). 
(7) Weldon D 
17 TC 135 (1951) 


(8) George L. Sogg, CCH Dec. 17,919(M), 
9 TCM 927 (1950) 

(9) Isidor Dobkin, CCH 
TC 31 (1950). 

(10) Hilbert 1 
16 TC 90 (1951). 

\ detailed 
is outside the 


USTC 


18,220, 


Smith, CCH Dec. 18,453, 


Dec. 17,767, 15 


Bair, CCH Dec. 18,035, 


analysis of the above 
scope of this article since it 
has been indicated that 
little relevancy between the factual 
nature of these cases and our main theme 
It might be pertinent to point out that an 
analogy can be drawn between the result of 
the above cases, namely, that the loans were 
in effect equity capital, and the possibility 
of the same result in 
repayments being 
the fact is that 
not so held 


The issue in the field of the 
thin corporation concerns the allowance of 
an interest deduction to the 
The cited by 
subject as 


cases 


already 
direct 


there is 


dealing 
taxed as 
until 


with loan 
dividends, but 


now the 


courts have 


remaining 


corporation. 
writers on this 
views are as 


CasCS many 


supporting their 
follows: 


Interest deduction allowed: 


Ruspyn Corporation, CCH Dee 
TC 769 (1952) 


John Kelley Company v 


40 U, >. Dar 


19,112, 18 


Commissioner, 46-1 
UST 


B. M. C. Manufacturing Corporation, CCH 
Dec. 18,908(M), 11 TCM 376 (1952) 

Wilshire & Western 
7 9331, 175 F., 

Pierce Estates, Ine 
TC 1020 (1951) 
Adolf Mayer Realty (¢ or poration, 
15,079, 6 TC 730 (1946). 


Sandwiches, Inc., 49-2 
(2d) 718 


. ez 


UST¢ 


Dec. 18,270, 16 


Cleveland 
CCH Dee 


Charles Schaefer & 
17,964(M), 9 TCM 


Son, Inc. CCH Dee 
1035 (1950) 


Interest deduction disallowed: 


R. E. Nelson, CCH Dee 


575 (1953) 


19,371, 19 TC 


Talbot Mills 


7 9133, 326 U.S. 521. 


ommuisstoner, 46-1 


USTC 


Swoby Corporation, CCH Dec 


16,123, 9 
TC 887 (1947). 
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In Mr. Rabin's opinion, the 

thinly organized corporation is far 
from being extinct as 

a sound tax-planning measure and, 
when properly organized, can yield 
rich dividends indeed. 


1432 Broadway 
14,497, 4 TC 


Corporation, CCH 
1158 (1945). 


Dec 


Kipsborough Realty Corporation, CCH Dec 
18,567(M), 10 TCM 932 (1951) 


Vullin Building Corporation, CCH 
16,013, 9 TC 350 (1947). 


Dec. 


\n analysis of the cases which have dis 


allowed the deduction for interest reveals 
facts. In the interest of 
brevity only the pivotal factors of each case 


will be noted 


The background of R. I Nelson 
concerns (1) a “loan” labeled Donated Sur- 
plus, (2) advice of the 
treat the 


some imnteresting 


factual 


accountant not to 
advances as a loan because it 
would jeopardize the credit of the corpora 


tion and (3) no date of 


repayment of the 
“loan ~ 


Phe Talbot Mills case involved a compli- 
cated reorganization as a result of which, 
what was formerly stock was subsequently 


designated as 


Che involved payment of 
interest which was predicated upon earnings 
at the 


note was designated as an deben- 
ture,” 


and amounted 
to $250,000 as compared with issued capital 


* 


stock of $200 


In 1432 Broadway ( 


a restriction on the 


notes 


Swoby cast 


discretion of the directors, and the 
“income 


payable in 99 years 


‘orporation there was 
right to sue on the 


‘loan 


In Mullin 


Were 


Building Corporation the loans 


designated as “debenture preferred 


stock” and held out to the public as capital 


Only in 
was there 


K ipsborough 


what might be 


Realty Corporation 
called a more nor- 
mal and 


( apital 


situation even there was 
with a liability 
1,000 to 1 and if a mortgage payable 
were included, then a liability v 


ration ot 584? te 1! 


here, 


only $75 in stock 


ratio ot 


capital 


It would seem, therefore, that even if only 
those cases which the taxpaver Jost were 


considered, the unique factual nature of the 


cases could not warrant the 
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the thin corporation is 
Saving measure. 


What can we draw 
realistic appraisal of the present situation? 
It would appear, to this writer at least, that 
the thin corporation should not be dis 
carded as a tax-saving measure unless the 
principal aim is to obtain a business bad- 
debt deduction. 


defunct as 


conclusion from a 


Since this would rarely, if 
ever, be the case, it would follow that the 
tax counsellor should not be unduly alarmed 
at the present state of affairs. 


It should not be inferred that 
this field can disregard the 
above-mentioned decisions, but neither should 
these decisions be magnified out of all pro 
portion and indiscriminately applied 


sound tax 


planning in 


A word 
the “ratio 


must be mentioned 
test,” that appears to be so 
loosely bandied about in legal and account 
ing circles, as applied to the thin corpora 
tion. There appears to be a rather widespread 
impression that there is some magic ratio 
formula which separates the “valid” thin 
corporation from the “invalid.” This im 
was heightened by some rather 
loose dictum in the Ruspyn and Talbot Mili 
cases which some writers have interpreted 
as standing for the proposition that a loan 
v. capital ratio of 3.5 to 1, or thereabouts, 
has some magical legal quality which will 
be recognized by the courts! It is submitted 
that this ratio test is a dangerous view to 
subscribe to, without a sound legal rationale 
Certainly, a perusal of the various cases 
does not warrant such a conclusion. 


concernine 


pression 


The degree of thinness is a factor bearing 
upon the ultimate determination of the debt 
v. stock 
when this 
that the 
conclusion of a 


question. Nevertheless, it is only 
with others 
warrant a legal 
thin corporation. This is 
that the ratio of debt to 
might not in and of itself be overwhelming 


combined 
may 


factor is 
combination 
not to say stock 
enough to force the conclusion that the debt 
is actually a proprietary interest, such as 
was the case in Ktpshorough Realty ( orpora 
tion. Thinness when carried to 
be the material deciding factor in tl 
decision of the court, but in the 


extremes 
can 
usual sense, 
the ratio of debt to capital should be views 

a useful guide to the 
lawyer! It 


only as incorporating 


should not be overlooked 


Suffice it to Say 


this writer, the 
trom 


that, in the 
thinly organized « 


opinion 

poration 
is far being extinct as a sound tax 
and, 


rich 


planning measure 


yield 


when prope tly o1 
inde ¢ d. 


[The End] 


ganized, can dividends 
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Special 


Business Problems 


Carry-Overs in Reorganizations: 
Corporate or Tax Entity Approach 


By GEORGE N. BUFFINGTON, Jr., Attorney 


Warner, Stackpole, Stetson & Bradlee, 
Boston 


N 1934 the Supreme Court decided New 

Colonial Ice Company v. Helvering; hold- 
ing that the carry-over deduction for a net 
loss under Section 204 of the Revenue Act 
of 1921 could not be claimed by the new 
corporation resulting from a reorganization. 

The Court arrived at its decision by start- 
ing with the proposition that all deductions 
are a matter of legislative grace, and should 
be construed narrowly and literally. Rely- 
ing on the phrase “the taxpayer” in Section 
204(b),? the Court held that the new cor- 
poration was not “the taxpayer” and there- 
fore could not avail itself of the deduction 
Regardless of subsequent earnings, the de- 
duction was lost forever. 

In 1949 the Second Circuit decided Stan 
ton Brewery, Inc. 7 Involved 
here was the carry-over of an unused excess 
profits credit* which the acquired 
owned subsidiary 


Commissioner? 


wholly 
made available to the ac 

quiring parent in a statutory merger under 
New York The toed the 
ine following New appeal, 


law Tax Court 


Colonial. On 


4 ustc J 1292, 292 U. S. 435 (1934). 

42 Stat. 231 (1921) 

49-2 ustc { 5941, 176 F. (2d) 573 (CA-2). 

* Code Sec. 710(c); present counterpart is Sec 
432(¢C). 

5> CCH Dec. 19,243, 19 TC 32 (1952) 
E. J. Gallo Winery, 12 TCM 414 (1953), where 
the court, citing California Casket, again re- 
fused to follow Stanton Brewery It is inter- 
esting to note that the Commissioner has 
acquiesced in the California Casket case. 

® Throughout this paper the problem of the 
carry-back will be assumed to be similar to 


See also 


Carry-Overs in Reorganizations 


Sansome and New Colonial Have 


Stood as Law for Many Years— 


but Are They Right or Wrong? 


however, the Second Circuit reversed, with 
Judge Learned Hand dissenting. 

Three years later, in California Casket 
Company; the Tax Court on similar facts 
involving the unused excess profits carry- 
over refused to follow Stanton Brewery. 

It is the purpose of this paper ta analyze 
the soundness of judicial thinking under- 
lying these cases and to explore various 
solutions to a problem which, quite obvi- 
ously after California Casket, requires clarifi- 
cation either by the courts or by Congress. 

Since the New Colonial Ice Company case, 
the carry-over question’ has not been con- 
sidered by the Supreme Court.’ Was the 
Court with the net loss carry- 
with the form and character of the 
No 
carry-over to 
gain in Section 112(g¢)(1) 
should be noted that in 
1921 there was as yet no statutory provision 
treating a 7 stock 


concerned 
over or 
reorganization ¢ 
the 


recognition of 


court yet has related 


privilege of the non 


transactions. It 


transfer of assets for 
and included within the term ‘‘carry-over 
Stress is laid upon the carry-over because of the 
change in 1950 which restricted carry-back to 
one year and extended carry-over to five years 
Under H. R. 8300, the proposed revision of the 
Code, the net operating loss deduction may be 
carried back two years and to that extent will 
gain significance if the proposal becomes law 
™See footnote 3 (the government took no 
appeal from the Stanton case); see also Stand- 
ard Paving Company, CCH Dec. 17,204, 13 TC 
425 (1949), aff'd 51-2 ustc § 9376, 190 F. (2d) 330 
(CA-10), cert. den, 342 U. S. 860 (1951) 
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This is a revision of a paper which 


the author prepared for a seminar 
in taxes at Harvard Law School in 
the spring of 1953. 


as a tax-free insofar as the 
corporations 
that 


transferee 


reorganization 
and 
concerned.” It 


transteror transteree were 


may be significant Con- 


gress 


had not yet 
in such 


regarded the 
reorganization as having the 


tax status as the transferor 


The whether the kind 
of reorganization which Congress says shall 
justify the 


same 


question today is 


nonrecognition of gain or loss 
shall, by implication, also justify the carry- 
over of a net operating loss or unused excess 
profits credit 


Tax Entity v. Corporate Entity 


Several of the early cases in the Board of 
lax Appeals discuss corporate entity in “re 
that is, rely in 
part on cases dealing with the taxability of 
gains to 


organization” terms; they 


shareholders arising from a re- 


organization 


Vaytagq Company 
the first considerations by the 


appears to be one of 
Board of Tax 
Appeals of the application of the net 
carry-over 
Maytag 


Maine, and it acquired all the assets of the 


loss 
reorganization 
under the 


provision in a 


was laws of 


organized 
old lowa corporation in exchange for all its 
preferred stock, 13,400 shares of its 40,000 
40,000 shares— 
class B 
26,600 shares of 
sold to the public. 


class-A common shares, and 


the entire 
stock Phe 
class \ 


At this there 
law applicable to the 
tions 
first 
Stearn” and 
Section 


mssuc Ol its common 
remamimng 


share S were 


tin were two sources of 


taxability of distribu- 
a reorganization. The 

including Weiss v 
Marr v. U. S™ The second 
was 202(c)(2) of the Revenue Act 
of 1921, providing that no gain or loss shall 
be recognized 


“When in the 
more corporations a person rec eives in place 
of any 


resulting trom 


was decisional, 


reorganization of one or 


stock or securities owned by him, 


*Sec, 202(c)(2) of the Revenue Act of 1921, 
12 Stat. 230 (1921) See also Proceedings of 
New York University Sixth Anntal Institute on 
Federal Taxation (1947), pp. 327, 329 

»>CCH Dec. 5388, 17 BTA 182 (1929); see also 
Standard Silica Company, CCH Dec. 6691, 22 
BTA 97 (1931) and Athol Manufacturing Com- 
pany, CCH Dec. 6690, 22 BTA 105, aff'd 2 usre 
f 843, 54 F. (2d) 230 (CCA-1, 1931) 
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stock or 
to or 


securities in a corporation a party 
resulting from such reorganization; 
the word reorganization as used in this 
paragraph includes a merger or consolida- 
tion (including the acquisition by one cor- 
poration of at least a majority of the voting 
stock and at least a majority of the total 
number of shares of all the other classes of 
stock of another corporation or of substan- 
tially all the properties of another corpora- 
tion), recapitalization, or mere change in 
identity, form or place of organization of 
a corporation.” 

The decision in Maytag that the Maine 
corporation was a different entity and there- 
fore not “‘the taxpayer” was based primarily 
on an application of the reasoning in Weiss 
v. Stearn and Marr v. U. S. Assuming that 
both Weiss and Marr were interpreted cor- 
rectly by the difficult to see 
why it relied upon involving 
nition of gain to shareholders but 
entirely Section 202(c)(2) For 
purposes of taxing gain to shareholders, 
Congressional action certainly had to some 
extent superseded these The fact 
remains, however, that the board was using 
the same corporate entity approach to de 
feat the was used in 
involving taxability of gains to shareholders 


board, it is 
cases recog 
disre 
garded 


cases 


carry-over as cases 
It is quite doubtful whether Maytag would 
have qualified as a reorganization 
Section 202(c) (2) Maytag acquired all the 
assets of the Iowa corporation, but the lat 


under 


ter’s shareholders did not receive a majority 
of its voting stock. Looking at the statute 
whole, it would 
read into it such a requirement, though it 
does not appear on its face. If such an 
interpretation is correct, the board could 
have reached the same result on the same 
ground just by relying upon the statute.” 

However, the Supreme Court in New 
Colonial Ice Company v. Helvering rejected 
the relation of the carry-over question to 
the taxability of shareholders, saying: 


as a seem reasonable to 


“Petitioner also insists that the ultimate 
parties in interest—stockholders and credi 
tors—were substantially the same after the 
transfer as before: and this may be 
But there is here no effort to tax 
either creditors or stockholders. Other stat 


con 


ceded. 


1” 1 ustc 7 94, 265 U. S. 242 (1923) 

411 ustc § 137, 268 U. S. 536 (1925) 

"™ Clearly, under the law today, the 
transaction would not qualify as a 
reorganization under Sec. 112(g)(1), that is, 
assuming the preferred was nonvoting stock, 
the transaction was not within clause C, nor 
was the control requirement of Sec. 112(h) met 
under clause D 


Maytag 
tax-free 


TAXES —The Tax Magazine 





utes, as also constitutional provisions, have 
an important bearing on the taxation of 
gains by stockholders through corporate re- 
organizations, and the cited decisions relat- 
ing to that subject [at this point the 
court cites, among other things, Wetss v. 
Stearn and Marr v. U. S.]| are not presently 
apposite.” “0 

To justify its finding of a different cor- 
porate entity and therefore a different tax- 
payer, the Court relied on certain aspects 
of the transaction, apparently indicating that 
it was not going beyond the facts before it. 
For example, it laid some stress upon the 
fact that the form of the transaction was a 
sale of assets, that the transferor remained 
in existence—albeit only as a corporate shell 

for about a year and a half, and that the 
purpose of the transaction involved was to 
rid the corporation of contingent claims by 
changing its identity. Although this is not 
entirely clear, the Court could be inter- 
preted as relying upon some vague standard 
of corporate law. 

The result was that corporate identity for 
purposes of determining the identity of “the 
taxpayer” seemed to be to extent 
dependent upon corporate law and not tax 
law, so far as the carry-over of a net loss 
was concerned. The courts in the 
would scrutinize 


some 


future 
each transaction 
arose and ascertain whether the cor- 
porate entity which suffered the loss was 
the same as the entity claiming the benefit 
of the carry-over. 


have to 
as it 


The logical tendency in 
each case would be to start with the arbi- 
trary notion that the. surviving corporation 
could not carry over net losses incurred by 
then bolster up that 
result by reliance upon the corporate law of 


its predecessor, and 


the state under whose laws the transaction 
took place 


Corporate Entity: Law of Reverse Effect 


It was inevitable that New Colonial even- 
tually would lead to the application of state law 
in cases involving statutory reorganizations. 
The early cases were quick to rely upon 
such laws to justify the finding of a dif- 
ferent entity. It was a temptation produced 
only by the vagueness of New Colonial 


Company 
and Granting 


Pennsylvania for Insurance on 
Lives Annuities v. Commis- 
sioner “ was decided soon after the Supreme 
Court decision in New Colonial; it involved 

13 Case cited at footnote 1, at p. 439. 

435-1 ustc § 9120, 75 F. (2d) 719 (CCA-3) 

5 Case cited at footnote 14, at p. 721. 

% CCH Dec. 12,943, 1 TC 513 (1943). 
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the same carry-over problem. This time, 
however, the transaction was a statutory 
consolidation carried out under the laws of 
Pennsylvania. The question again was 
whether the new corporation was entitled 
to carry over the loss incurred by one of 
the component corporations under what was 
then Section 117 of the Revenue Act of 1928. 
The court said: 

“The answer to this question turns on 
two matters of law; one, federal law as to 
the permissibility of deductions; the other, 
state law as to the character of a consoli- 
dated corporation.” ” 


The court New Colonial for 
then decided that 
the state law under which the consolidation 
was effected was controlling as to the iden- 
tity of the new corporation to its predecessor, 
and proceeded to analyze the Pennsyivania 
cases arising thereunder. 


relied upon 
the first proposition. It 


According to law 
and decisions, the court found that the new 
corporation was an entirely distinct entity 
from that of its constituents. The court did. 
not seem concerned with why—and on what 
specific authority—state corporate law should 
be controlling here. 

In two later cases, both decided in 1943: 
local corporate law again was made the 
basis for a finding of a different corporation 
entity and therefore a disallowance of the 
carry-over. In both Marion-Reserve Power 
Company ™ and Jones v. Noble Drilling Com 
pany, Inc." a dividends-paid credit carry- 
over ® was involved. In the latter case the 
court carefully considered the law of Dela- 
ware and concluded that by force of the 
statute governing merger and consolidation, 
the separate existence of the component 
corporations ceased when they merged into 
Noble. The language in Section 27 of the 
Internal Revenue Code was “the corpora 
tion” and not “the taxpayer.” But this dif 
ference treated by the court as an 
a fortiori argument in favor of the applica 
tion of the corporate entity doctrine. 


was 


The court in the Marion-Reserve case had 
little trouble in denying the taxpayer’s claim 
for the carry-over of the dividends-paid 
credit of its predecessor following a statu- 
tory merger under Ohio law. The Tax 
Court relied primarily upon the Ohio law, 
but it added the following caveat: 

“We do not feel called upon to express 
an opinion upon the various ramifications of 
the Ohio consolidation laws, for, whatever 


17 42-2 ustc { 9596, 135 F. (2d) 721 (CCA-10) 


% Revenue Act of 1936, Sec. 
counterpart is Code Sec. 27(b) 


27(b); present 
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else may be said, 


a different corporation.” 


petitioner is, in 
i) 


fact, 


The court evidently was beginning to see 
the potential difficulty implicit in apply- 
ing literally the corporate entity approach. 

The next step was not surprising. In 
1949 the Second Circuit decided Stanton 
Brewery. Whether the result in Stanton was 
good or bad, the basis for it merely com- 
pounded the errors of the preceding cases. 
Stanton, the taxpayer, merged under the 
New York Corporation Law with its wholly 
owned subsidiary. Under Section 740 of the 
Internal Revenue Code (now Section 461), 
the petitioner was the “acquiring corpora- 
tion” and the subsidiary, the “component 
corporation.” Stanton sought to utilize an 
unused excess profits carry-over of the sub- 
sidiary allowed under Section 710(c).” The 
taxpayer claimed that Section 742,” provid- 
ing for the combining of the earnings his- 
tories of the component corporations in the 
case of a statutory merger for the purpose 
of determining “base period net income,” 
supported its contention that the carry-over 
should be allowed. 


The Court rejected the argument 
based upon Section 742, relying upon legis- 
lative history of the excess profits tax. But 
the court went further, saying that even in 
the absence of Section 742, the New Colonial 
Ice Company case would be controlling. 

The Second Circuit reversed the Tax 
Court on the ground that upon the weight 
of authority the successor corporation which 
absorbed the two former corporations was 
“the taxpayer,” now obligated to pay their 
taxes entitled to their credits. This 
“authority” is mainly the line of decisions 
following and based upon Commissioner v. 
Oswego Falls Corporation™ The court neither 
overrules nor criticizes the New Colonial Ice 
Company case. Stanton could be interpreted 
as holding that since a technical consolida- 
tion of several corporations continues the 
lives of the component entities for certain 
purposes, the new corporation must ke con- 
sidered as a’ continuance of the existence 
of its components. But the main reliance is 
upon the statutory assumption of liabilities 


Tax 


and 


” Case cited at footnote 16, at p. 515 
»” See footnote 4. 
** Present counterpart is Code Sec 


462. 

224 ustc $1311, 71 F. (2d) 673 (CCA-2, 1934) 
See also Skaneateles Paper Company, CCH Dec 
8256, 29 BTA 150 (1933); Alaska Salmon Com- 
pany, CCH Dec. 10,601, 39 BTA 455 (1939); 
Adrian and James, Inc., CCH Dec. 14,353, 4 TC 
708 (1945): and Koppers Coal Company, CCH 
Dec. 15,179, 6 TC 1209 (1946). 

% See Anheuser-Busch, Inc. v. Becker, 40-1 ustc 
19295 (De Mo.), rev'd on other grounds 
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—including 
statute. 


tax local 


liability—under the 

The Oswego case dealt with the question 
of whether the successor corporation in a 
statutory reorganization was liable for tax 
deficiencies of its components or predeces- 
sors as transferee or primarily as “the 
taxpayer.” Although there may have been 
some justification for making the question 
of liability for taxes turn upon the intricate 
ramifications of state reorganization laws, 
it is difficult to find any justification for 
extending such a literal application of cor- 
porate entity to the question of carry-overs.” 

The Tax Court, however, does not fol- 
low the decisions relying upon local law. 
It merely parrots New Colonial. Boiled 
down to its barest essentials, the Tax 
Court’s position has been that by using the 
words “the taxpayer,” Congress had in 
mind the case of a reorganization, and had 
thereby manifested an intent that if a cor- 
poration went out of business voluntarily 
through a reorganization, the carry-over 
would be lost. The circuit courts, in at- 
tempting to justify such an interpretation 
of the fortuitous” use of the word “tax- 
payer,” clutched for the nearest legal basis 
to justify it—that is, corporate law. 

In 1949, as if in reply to Stanton Brewery, 
decided in the same year, the Tax Court 
again attempted to make its position clear. 
In Gage Brothers and Company™ there was 
involved a statutory merger under Illinois law. 
The taxpayer, claiming that it was entitled to 
compute its equity invested capital * as though 
it were itself the old company, argued that 
under the express language of the Illinois 
statute the old corporation and the successor 
were one and the same. In answer to this 
contention the Tax Court said, among other 
things: 

“We can not view as decisive the varying 
provisions of local corporate enactments 
when applying a Nationwide system of cor- 
porate taxation. The very argument 
made here that the essential continuance of 
the corporate existence should take no ac- 
count of inconsequential changes in form is 
the legislative justification for such amelio- 





the corporate entity doctrine was forced to give 
way to the Missouri law which required re- 
incorporation after expiration of the corporate 
charter. 

*% See Griswold, ‘‘An Argument Against the 
Doctrine that Deductions Should Be Narrowly 
Construed as a Matter of Legislative Grace,"’ 
56 Harvard Law Review 1142 (1943). 

% CCH Dec. 17,211, 13 TC 472 (1949). 

% Code Secs. 718(a)(2) and 740. 


TAXES —The Tax Magazine 





rative provisions as sections 112, 718(a)(2), 


and 740.” * 


Forums than the Tax Court still 
adhere to the view that the local corporate 
law may control. In Moldit, Inc. v. Jarecki, 
53-2 ustc § 9551, an Illinois district court 
held that the surviving corporation of a 
statutory merger of three corporations was 
entitled to carry back a net operating loss 
suffered by it subsequent to the merger 
against the income of its components. The 
court emphasizes the fact that “by virtue 
of said statutory merger Moldit, Inc., the 
surviving corporation, became possessed of 
all the rights, privileges, immunities, and 
franchises” of its components 


other 


Corporate Entity Approach 
to Tax Avoidance 


In several cases involving carry-overs in 
reorganizations courts have expressed the 
policy against tax avoidance as at least one 
of the underlying justifications for the cor- 
porate entity approach.” As has been shown 
above, it is fairly clear that in the last 
analysis the courts which have disallowed 
the carry-over have done so on the sole 
ground that in certain cases a successor cor- 
poration will be regarded as a different 
entity from its component or predecessor 
corporations. Judge Hand, in his dissenting 
opinion in Stanton Brewery, relies neither 
upon the much cited proposition in New 
Colonial that deductions are a matter of 
“legislative grace,” nor upon the theory that 
local law may determine the identity of 
corporate entity. His opinion is based upon 
what seemed to him a complete lack of 
Congressional authority from either the ex- 
cess profits tax law itself or any other source 

Thus we are left with only two sound 
bases for the application of the corporate 
entity doctrine: (1) It is a convenient place 
to draw the line in order to minimize tax 
avoidance, and (2), to quote Judge Hand, 
“We have no warrant for supposing that 


Congress in general regards such credits 


[or deductions] as parts 0/ a ‘universitas juris’, 
passing, 


with the chattels, choses in action and 
the rest, like good-will or trademarks.” ” 

2! Case cited at footnote 25, at p 

% See Brandon Corporation v. Commissioner, 
1934 CCH { 9363, 71 F. (2d) 762, 763; Stanton 
Brewery, Inc. v. Commissioner, cited at footnote 
3, at p. 578 (dissenting opinion); cf. Commis- 
sioner v. Sansome, 3 ustc { 978, 60 F. (2d) 931 
(CCA-2, 1932), cert. den. 287 U. S. 667 (1932): 
Commissioner v. Phipps, 49-1 ustc, 9 9788, 336 
U.S. 410 

* Stanton Brewery, Inc. wv 
cited at footnote 3. 


480. 


Commissioner, 
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As to the first proposition, the complete 
or at least near-complete failure of the cor- 
porate entity approach in preventing the 
avoidance of taxes can best be demonstrated 
by examples. Last year the Tax Court 
handed down the decision in WAGE, Inc.” 
The facts are simple. Revoir Motors, Inc., 
was a New York corporation engaged in 
the business of distributing automobiles. On 
August 3i, 1943, Revoir changed its name 
to WAGE, Inc. It had 20,000 shares of 
common stock at $20 par outstanding. There 
were four shareholders, with Frank Revoir 
in control (he and his wife held all but 200 
shares). On the same day Revoir, now 
WAGE, Inc., increased its capital stock to 
30,000 shares—20,000 shares of common at 
$1 par and 10,000 shares of preferred at 
$100 par. It exchanged one share of each 
for each five shares of the old common, 
leaving outstanding only 8,000 shares in all 


Sentinel Broadcasting Corporation, also a 
New York corporation, was engaged in 
radio broadcasting and was expanding into 
the fields of television and frequency modu- 
lation. There were 6,000 shares of common 
outstanding, with Frank Revoir 
4,800. 


holding 


Pursuant to an agreement, Sentinel share 
holders transferred their stock to WAGE 
and received in exchange 6,000 shares of 
common stock of the latter. Sentinel now 
was a wholly owned subsidiary. After get- 
ting approval of the FCC, the board of 
directors of WAGE authorized the merger 
of Sentinel into WAGE under New York 
law. On the effective date of the merger 
Sentinel was dissolved. 


The net assets of Sentinel were $100,530.83, 
and that of WAGE, $499,516.10, all but 
about $25,000 of which represented cash, 
securities and accounts receivable. After the 
merger the automobile business (an inven- 
tory of $25,000) was liquidated and WAGE, 
Inc., continued in the radio broadcasting 
business. 


The Tax Court held that for purposes of 
Section 710(c)“" WAGE, Inc., and Revoir 
Motors, Inc., constituted for federal tax pur- 
poses one and the same taxpayer.” 


%* CCH Dec. 19,301, 19 TC 249 (1952). 

31 See footnote 4. 

2 Cf. Alprosa Watch Corporation, CCH Dec 
16,559, 11 TC 240 (1948) and A & B Container 
Corporation, CCH Dec, 17,641, 14 TC 842 (1950) 
In the latter case the fact that the corporation 
acquired a profitable business formerly carried 
on by its shareholders as partners did not 
destroy its right to the net operating loss 
deduction But cf. Pernot Corporation, CCH 
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The case is an important one because it 


iS apparent from it that the corporate entity 
doctrine does not meet the problem of tax 
avoidance Sentinel, a prosperous, 
able to fully utilize 
unused excess profits credit, while 


whose 


gong 
Revoir’s 
Revoir, 


concern, was 
had at 
coming 
loss of the 
found that the transaction 
attacked on the ground that 
purpose was tax avoidance,” 
certainly played a 
comparatively innocent 
where a corporation merely 
another 


automobile business 


most a 


dim future during the 
able to 
Although it 


could not be 


war years, 


was avoid carry-over. 


Was 


primary 
the latter motivation 
part The 


however, 


major 
case, 
wants to and 
itself to be acquired 
by the new corporation set up for that pur- 
in the appropriate state, is more likely 
to result in loss of such benefits. 


Another 


incorporate in State 


does so by allowing 


pose 


possible 


example can be illus 
trated by Brandon Corporation v 
sioner.” A. B and C 
separate and unaffiliated 
of $48,000; B 
$35,000 


instead of 


Comm«ts 
corporations were 
\ had taxable net 
and C had statutory 
$37,000 
consolidating in a 
corporation, A had first 
}’s net operating loss would 
not have been lost. After utilizing B’s loss 
to its full extent, B could have been merged 
into (¢ 


income 
net losses of and 
tively If, 


newly 


respec- 


create d 


merged into B, 


Assum- 
ing there was a legitimate business purpose,” 
this procedure is not quite a reducto ad 
absurdum, As it was, however, Brandon lost 
both of its components’ net losses. 


The best, 
only puts a premium on sharp manipulating 
and provides a trap for the unwary. If its 
sole purpose is the prevention of tax avoid- 
there little in f 
keeping it 


As to 


doctrine, 


the surviving corporation 


corporate entity doctrine, at 


ance, certainly is favor of 


the second basis for applying the 


that is, a Congressional policy 
reorganizations, (1) 
it is doubtful whether there is such a policy; 
(2) it is doubtful whether Congress has ever 
articulated a policy; and (3) even if 


such a doubtful 


avainst carryv-overs in 


such 


there were policy, it is 


(Footnote 32 continued) 


Dec. 17,156(M), 8 TCM 722 (1949), where the 
corporation was not entitled to the net operat 
ing loss deduction incurred by a partnership 
composed of its shareholders 

% See Code Sec. 129 

“ Cited at footnote 28 

* Cf, Gregory v. Helvering, 35-1 ust« 
293 U. S. 465, combined with the 
step transactions, for example, 
Elkhorn Coal Company, 38-1 vust« 


(2d) 732 (CCA-4) 
580 


q 9043 
rule as to 
Helvering wv 
" 9238, 95 F 
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whether the corporate entity doctrine is the 
most effective method of carrying it out. 
The purpose of carry-overs is to break up 
the isolated yearly fiscal periods and, to a 
degree, even out the earnings of the tax- 
payer to more accurately reflect his long- 
term position. This is a right accorded to 


corporate taxpayers in several instances.” 
Under Section 112 Congress has indicated 
that for purposes of taxing arising 


from distributions incident to a reorganiza- 


gains 


tion, changes in corporate form and identity 
will be disregarded within the limits defined. 
It is difficult to see how it can be said that 
the carry-over right is an isolated problem. 
Some critics of the present rule rely upon 
concepts of continuity of enterprise and 
point out the changing attitude of the ac- 
counting profession toward the doctrine of 
corporate entity.” This, however, does not 
strike the heart of the practical problem. 
The net operating loss carry-over, today, 
can be utilized for purposes of avoiding or 
reducing taxes by a careful manipulation of 
the transaction in a way in which the entity 
incurring the will survive. The only 
added requirement to meet is that the prime 
motivation must be proven not to be tax 
avoidance.” The only tenable position the 
supporters of the New Colonial Ice Company 
case can take is that, in order to minimize 
tax benefits from 


loss 


arising reorganizations, 
carry-overs should be cut off by a reorgan- 
ization- Judge Hand, 


Stanton Brewery, seems to 


reorganization. 
in his dissent in 


any 


be taking such a position. 

This interpretation of Congressional in 
tent is difficult to justify today. A faithful 
interpretation of that intent would allow 
the use of carry-overs in reorganizations in 
that (a) there would be a 
rational and predictable standard to be ap 
plied, within which benefit 
used, and that (b) pure “tax transactions” 


such a way 


such may be 


would be minimized. 


Allocation Problem—tTax Entity 


There are perhaps three ways of approac! 
ing the carry-over problem in reorganiza 


* For example, Code Secs 
122(c): ef. See, 23(p) 

* Wilcox, ‘‘Business Combinations 
sis of Mergers 


27(c), 117(c) and 
An Analy- 
Purchases and Related Account- 
ing Procedure,"’ 89 Journal of Accountancy 102 
(1950); ‘‘Accounting Research Bulletin No. 40," 
90 Journal of Accountancy 490 (1950); see also 
Note, ‘‘Paid-In and Other Capital Surplus,’ 
Dodd and Baker, Cases and Materials on Cor- 
porations (2d Ed., 1951), p. 1118, at pp. 1125- 
1131 

* Code Sec. 129: cf. 
cited at footnote 35. 


TAXES —The Tax Magazine 


Gregory wv. Helvering, 





tions. The first would be only a partial 
retreat from the corporate entity doctrine; 
that is, a carry-over could be utilized by the 
surviving or resulting corporation only when 
the taxpayer incurring the loss goes out of 
existence, on the theory that while “the 
continues to exist, Section 112 
(z)(1) cannot be relied upon to justify a 
disregard of a change in corporate identity. 
This, of course, would preclude the carry- 
over of the tax benefit in either a split-off 
or a spin-off transaction. Aside from this it 
seems to be a rather arbitrary place to draw 
the line. A clean break with the entire 
corporate entity approach is to be preferred 
if the availability of carry-overs is to be 
made to turn upon whether the transaction 
qualifies as a tax-free reorganization 


taxpayer” 


\ second alternative might be based upon 
the recently developed accounting test as 
presented in “Accounting Research Bulletin 
No. 40.”"" The standards of the tax and 
accounting systems are quite similar.” How- 
ever, we are dealing here with tax concepts, 
and for sake of clarity and predictability it 
is submitted that the standards set up by 
the tax law are the best guideposes.” 


The third alternative would be based on 
the concept of tax entity, that is, whether 
the transaction qualifies as a tax-free reor- 
ganization. ‘The most formidable stumbling 
block here is the process of allocation. In 
the case of split-ups, split-offs or spin offs 
SOmM¢ 


means of allocation is necessary. It 


has been suggested that a similar problem 
arises in 


the case of a combination of two 


as in WAGE, 


ommisstoner, a Carry-Over 


or more cC¢ 


Inc. v. C 


rporations, where, 


ota loss 


or unused credit may be set off against the 


income of the very profitable operations of 
the acquired or acquiring corporation 


Three possible means of allocation have 
been 9) oposed., The 


I 


American Bar Associa- 


tion has proposed a bill amending Sections 122 


’ Bulletin cited at footnote 37 

” Bulletin cited at footnote 37, at p. 491: for 
example, (1) continuity of enterprise and (2) 
continuity of equity interest However, the 
accounting concept goes further in giving 
weight to factors like continuity of management 
and similar or complementary business of 
components 

Code Sec. 112; 
ample, Gregory v 
35 step 


business purpose, for ex- 
Helvering, cited at footnote 
transactions, for example, Helvering 
v. Elkhorn Coal Company, cited at footnote 35; 
and continuity of interest, for example, Pinellas 
Ice & Cold Storage Company v 
3 ustc § 1023, 287 U. S. 462 (1933) 

* See statement of Eldon McFarland, repre- 
senting the Section of Taxation of the American 
3ar Association, Hearings Before Committee on 
Ways and Means, Revenue Revisions, 1947-1948, 
80th Cong., 1st Sess. 983, 985 (1947) 


Commissioner, 


The pro- 
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and ,710(c)(3) to permit the carry-over or 
carry-back of a net operating loss in any 
transaction qualifying as a tax-free reorgani- 
zation. The bill would allocate only in the 
case where the transferor corporation splits 
The loss would be divided between transferor 
and transferee in proportion to their taxable 
incomes in the first year following the reor- 
ganization. Apparently in the case of a 
split-up where the transferor goes out of 
existence, the loss carry-over would be allo 
cated between the several transferees ac 
cording to their taxable income in the first 
year following the transaction. In the case of 
a merger or consolidation where the trans- 
feror’s income would be zero in the next 
succeeding vear, presumably there would be 
no allocation, and the surviving or resulting 
corporation would get the entire carry-over. 

The most obvious weakness of the ABA 
proposal is the allocation 
based upon a comparison of incomes for the 


arbitrariness of 


year succeeding the reorganization. It may 
be assumed that the reorganization 
entered into for the purpose of 


was 
increasing 
the earning power of the resulting corpora 
tions. So it is true that in most cases in 
the first year following the reorganization it 
is quite likely that earnings will fairly accu 
rately reflect the ultimate effect upon the 
enterprise involved. i 
tainly possible that 
co-ordination and 


However, it is cer 
lack of 
integration in the newly 
set up corporation, the first year’s earnings 
may not at all be an accurate representation 
of its earning power In fact, it could be 
argued that if the transferee in a split-off 
earned nothing in the year 
should be presumed that it 
received the assets which caused the loss, 
and therefore 


be cause of a 


following such 
transaction, it 


should benefit by a 
proportion of the carry-over. 

\ second would be to permit a 
carry-over only against those profits which 


greater 
method 


posed amendment of Secs 
reads as follows 

In the case of a reorganization as defined 
in section 112(g)(1) the unused excess profits 
carry-over (or net operating loss carry-over) 
of the transferor prior to the reorganization 
shall be allowed to be divided between the 
transferor and transferee in the proportion to 
their representative taxable incomes in the first 
year after such reorganization, and any balance 
of such unused excess profits credit (or net 
operating loss) shall become the credit of such 
transferee corporations in any succeeding year 
subject to the limitations of this section; any 
unused excess profits credit of a transferee for 
any period subsequent to the reorganization 
shall be carried back to the transferor as if the 
reorganization had not occurred, and any unused 
balance thereafter remaining to the transferor 
shall be carried forward as herein provided.’ 


122(b) and 710(c)(3) 
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were attributable to the assets transferred 
by the corporation which suffered the loss. 
Allocation on this basis would be to carry 
continuity of enterprise to an absurd and 
completely impractical extreme. It would 
require identification of assets and the appli- 
cation of difficult and debatable principles 
of cost accounting and profit analysis.® 


A third method of allocation has been sug- 
gested in a recent note in the Harvard Law 
Review.“ Here the carry-over would be allo- 
cated according to a proportion rather than 
upon a tracing of assets. Two examples 
are cited: 


(1) “Where Corporation A with assets of 
x and Corporation B with assets of y form 
Corporation C and C has income of Z in 
its first year, a loss by A in the preceding 
year would be carried over to the extent of 
x 

times Z, If C had a loss following 

x plus y 

x 

the reorganization, only ———— 


x plus y 


of the loss 


carried 


could be back 


reorganization income.” 


against A’s pre- 


0 


(2) “Where Corporation A which had a 


loss of Z in the year preceding reorgani- 
zation divided all its assets, x to B and 
y to C, B could carry-over against its post- 
x 

—— of Z. 
x plus y 


reorganization income only — 


Where A had income of Z in the year pre- 

ceding reorganization, B could carry-back 

its post-reorganization loss against only 
x 

— oz.”* 


x plus y 


If allocation is required to prevent tax 
avoidance in the case of a combination of 
corporations, this above method is probably 
the most acceptable. Basing the result on 
a proportion, however, does not solve all 
difficulties in the administration of such a 
method For example, the author of the 
above method does not deal with the com- 
plexities of the valuation problem which has 
been experienced in related fields.” At least 
four alternative methods of valuation are 


* Note, ‘‘Corporate Reorganization and Con- 
tinuity of Earnings History: Some Tax Aspects,"’ 
65 Harvard Law Review 648, at p. 659 (1952). 

“ Article cited at footnote 43 

* Article cited at footnote 43 

“ Article cited at footnote 43, at p. 660 

"In the case of splitting an existing corpora- 
tion, cf. Barnes v. U. 8., 38-1 ustc § 9067, 22 F. 
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available. The proportion could be arrived 
at by valuing the assets involved at net 
market value, gross market value, net book 
value or gross book value. Obviously, the 
resulting fraction will not be the same in 
each This certainly is not an insur- 
mountable obstacle. 3ut it generally is 
agreed that tax consequences should not be 
made to turn upon difficult problems of 
valuation. 


case. 


Any system of allocation is going to be 
to some extent unrealistic, arbitrary and 
difficult to administer. If it is agreed that 
the justification for permitting carry-overs 
in reorganizations, regardless of a change in 
corporate entity, is based upon Section 112 
(g)(1), it is difficult to see why allocation 
is required to prevent tax avoidance; that is, 
it is difficult to see why the avoidance of 
taxes should be prevented when Congress 
has indicated that in certain instances tax 
avoidance is permissible.* 


Allocation should be used not as a means 
of preventing tax avoidance but merely as 
a means of apportioning a carry-over where 
the corporation suffering the loss or incur- 
ring the credit splits into several entities 
(including a split-off and a spin-off). Even 
in this limited application, allocation causes 
serious difficulties. If you allocate accord- 
ing to assets valued at market, then you 
get the anomalous result that the transferee 
of assets with great earning power is as- 
sumed to have received assets which have 
produced a great part of the The 
transferor, retaining assets with a low mar 
ket value, would retain only a small part of 
the carry-cver. Valuation of assets on the 
basis of book value would seem to add little 
to the reality of the transaction. 


loss. 


The ABA proposal would allocate directly 
in relation to the post-reorganization in- 
comes of the surviving corporations. The 
greater che income, the greater the carry 
over. This also gives an odd result. 


Without an actual tracing of assets com 
bined with a finding of their relative earning 
power, it is almost impossible to allocate the 
carry-over to those assets which produced 
the loss. Plainly, a system which required 
the tracing of assets would not be feasible. 
3asing the allocation upon income would 
seem to present the fewest difficulties and 


Supp. 282 (Pa.), where the court allocated 


earnings and profits according to 
value of assets transferred; 
Estate, CCH Dec. 12,580, 47 BTA 188 (1942), 
when court made the allocation on the basis 
of market value 

* But see article 
pp. 658-659 


the book 
and McClintic’s 


cited at footnote 43, at 
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the least opportunity for controversy. In- 
come is more easily ascertained than the 
value of assets and, in addition, it is ascer- 
tained each year as a matter of course, any- 
way. The arbitrariness of the ABA proposal 
could be mitigated by allocating on a basis 
of the respective incomes of the surviving 
corporations in each of the carry-over years, 
instead of just the first year. 


It is true that under this system the carry- 
over would be placed where it is most 
needed from the point of view of the tax- 
payer. It is submitted, however, that the 
corporation has a right to utilize its carry- 
over to the maximum extent permitted by 
the law, including a reorganization in the 
form of a split-off or a spin-off within the 
appropriate section of Section 112. 

The application of a uniform test to deter 
mine the tax consequences incident to a 
reorganization certainly is required. A be- 
ginning could be made in the field of carry- 
overs. Basing the result upon the concept 
of the tax entity, the following examples 
illustrate what the tax consequences of a 
reorganization should be as far as the 
carry-over problem is concerned: 


(1) Where two or more corporations com 
bine through reorganization within Section 
112(z)(1), the net operating loss carry-ove1 
and/or unused excess profits credit carry 
over should continue in the surviving or 
resulting corporation as if the latter had 
actually incurred the credit or loss. 


(2) Where such surviving or resulting 
corporation suffers a loss in the year fol- 
lowing such reorganization, such loss or 
credit should be carried back to the cor- 
poration which incurred it to the extent 
permitted by the present law, as if such 
reorganization had not been effected. 

(3) When a corporation splits (including 
a spin-off as permitted by Section 112(b) 
(11)), and the transaction qualifies as a tax 
free reorganization, the carry-over should be 
apportioned between the surviving and re 
sulting corporations in proportion to their 
incomes in each successive carry-over year 
to the extent permitted by the present law 


(4) Where a corporation splits as in (3) 
above, if in the year following the reor- 
ganization one or more of the corporations 
incurs such credit or loss, there should be 
permitted a carry-back to the transferor 
corporation, as if the reorganization had not 
been effected. 


Where the manipulator goes too far by 
merely using the reorganization for a means 
of reducing taxes, several sources of relief 
are open to the government: Under the 
judicial gloss written into Section 112 the 
transaction may not qualify as a tax-free 
reorganization; under Section 129 if the 
acquisition was for the primary purpose of 
avoiding taxes through the acquisition of 
deductions, the Commissioner will disallow 
such deduction; and, finally, under Section 
15(c) the corporation may lose its surtax 
credit. With this formidable array of weap- 
ons both the courts and the government are 
in a position to protect the Treasury from 
the outrageous cases. 

The ultimate effect of the above proposal 
neither increases nor decreases the possi- 
bility of tax avoidance. The avoidance of 
taxes under the present law and decisions 
can be effected with equal facility, though 
perhaps requiring more ingenuity. The pro- 
posed change does, however, rid the tax law 
of a useless distinction based upon the cor- 
porate entity doctrine and extends the con- 
cept of nonrecognition of gain in the case 
of certain reorganizations to the preservation 
of a carry-over in similar circumstances. 


Conclusion 

Commissioner v. Sansome™ and its far- 
reaching effects have been purposely avoided 
in this paper. The sole justification for 
carrying over of earnings and profits in a 
reorganization—but not deficits in earnings 
and profits—has been said to be the preven- 
tion of tax avoidance.” This concept has 
spread into many fields of law governing 
tax consequences incident to and following 
a tax-free reorganization. Although rarely 
referred to, Sansome has had a tacit influence 
upon both the judicial and official attitude 
toward the effect of a tax-free reorgani- 
zation upon the carry-over problem. 

Most of the schemes for correcting the 
existing situation appear to accept the con- 
tinued existence of tax avoidance as the 
prime—if not sole—evil to be prevented. 
The proposal in the Harvard Law Review, 
cited at footnote 43, assumes that any 
ameliorative change in the law of carry- 
overs in reorganizations must recognize that 
means of tax avoidance must be guarded 
against. 


It is submitted that tax avoidance is a 
useless, if not meaningless, phrase. Admit- 





# See cases cited at footnotes 35 and 41. 
% Cited at footnote 28. 
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51 Commissioner v. Phipps, cited at footnote 
28; but cf. Harter v. Helvering, 35-2 ustc { 9492, 
79 F. (2d) 12 (CCA-2). 
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tedly, pure tax transactions are undesirable, 
and the law has dealt severely with them.” 
3ut the underlying purpose of Section 112 
today the load of tax 
arising out of activity, 
specifically certain kinds of reorganizations 
When 
the purpose of the transaction pertains solely 
to taxes instead of business, the reason for 
the rule 


is to lighten 
quences 


conse 
business 


entered into for a business purpose. 


Section 112—no longer exists, and 
the rule does not apply. To de 
prive the corporation of tax benefits in the 
legitimate 
deprives the law 


therefore 


case of a business transaction 
of the very effect it was 


intended to have. 
129 of the Internal 
Code, has made this quite clear. 
Where an acquisition is made for the pri- 
mary purpose of avoiding federal 
taxes by the acquiring of deductions o1 
credits otherwise unavailable, such deduc 
tions will not be 


Congress, in Section 


Re venue 


income 


allowed. In other words, 
Section 129 as saying 
permissible, even 
where it is incidental to a pri- 
mary business purpose 


it 18 possible to read 


that tax avoidance is 


anticipate d, 


Furthermore, as a matter of administra- 
tive facility, there is much in favor of tying 
as many tax consequences as possible to 
test. If need be, further judicial 


limitations could be written into the statute. 


1 
a singk 


Sansome and New Colontal have stood as 


law for about 20 years. If they are wrong, 


Congress has a duty to speak. If they are 
right, Congress has a duty to clarify their 


[The End] 


mcaning 


ADDENDUM 
H. R. 8300, 


Proposed Internal Revenue Code of 1954 


At this writing the House of Representa- 
tives has spoken. It has approved H. R 
8300, a complete revision of the Internal 
Revenue Code. Included in the proposed 
Code is a provision permitting an acquiring 
or successor corporation to carry over cer- 
tain specified tax attributes of the transferee 
corporation, such as the net operating loss 
carry-over, earnings and profits, capital loss 
carry-over, LIFO inventory accounting and 
declining-balance depreciation method. 


This provision, Section 381, would largely 


avoid any problems of apportionment by 


limiting the carry-over to cases in which the 


reorganization o1 


acquisition results in a 


?For example, Gregory v. Helvering, cited 
at footnote 35, and Bazley v. Commissioner, 47-2 
ustc { 9373, 331 U. S. 737 
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single corporate entity. 
poration splits or 


Thus, where a cor- 
otherwise divides itseli, 
no carry-over would be permitted. 
Immediately following this section the 
House has proposed in Section 382 a strict 
limitation upon the practice of acquiring loss 
corporations for the purpose of tax avoid- 
ance. Section 382 to some extent takes the 
place of Section 129 under the 1939 Code, 
and creates an objective test upon which the 
carry-over of a net operating loss may be 
reduced. This prgvision applies only where 
50 per cent of either the total combined 
voting power or the total value of all classes 
of stock of the acquiring corporation is 
owned by ten or less shareholders. In such 
a case the net operating loss carry-over may 
be reduced by an amount determined by the 
percentage of 


change in ownership if at 
least 50 pet 


cent of the participating stock 
was acquired by the new owners 

Under H. R. 8300, Section 381(c), carry- 
backs are permitted only where the surviving 
entity was not a transferor or distributor. 
Thus, where X corporation acquires the 
assets of Y corporation through a statutory 
merger, a “corporate acquisition” pursuant 
to Section 359(c) or a liquidation of a sub- 
sidiary as defined in Section 336, and in the 
following year suffers a net operating loss, 
the surviving corporation, X, not being the 
transferor, may carry back the loss against 
its taxable income in the 
to the transfer. 


two years prior 
No part of the loss, how 
ever, is permitted to be carried back against 
the income of Y corporation, the transferor. 
Some limitation upon carry-backs in reor 
ganizations is justifiable on the ground that 
it is too complex in some cases to determine 
to which of several component corporations 
the loss of the surviving 
attributable. If an 
to be made on the whether the 
surviving entity was the transferor or trans 
feree, it should be strictly 
cases in which it is necessary 
which assets of the 
caused the 
corporation and \Y merged 
into Z corporation (which after the merget 
suffers a 


corporation 
arbitrary 


was 
distinction 1s 
basis of 


limited to those 
to determine 
SUTVIVINg 
For 


corporation are 


corporation 
where X 


loss 


example, 


loss 


loss), the carry-back of the 
against either X, Y or Z corporation’s in 
come on any reasonable basis would require 
some method of allocation. Under the pro 
posed law Z could back 


the entire loss against its pre-reorganization 


corporation carry 


income, even though the loss may be 


from X 


attrib- 


and Y 


utable to assets received 
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In two important areas, the problem of 
allocating the loss is not involved, and the 
limitation upon carry-backs should not be 
applied. 


Example 1.—X corporation domiciled in 
state A decides for business reasons to move 
to state B. A new corporation, Y, is formed 
in state B, and the assets of X are trans- 
ferred to Y corporation. X is then liqui- 
dated and Y corporation continues the same 
business in B. If Y corporation suf- 
fers a loss in the year following the transfer, 
it could not (under H. R. 8300, Section 381) 
carry back any part of the loss against its 
income prior to the Thus, the 
corporation will have two out of the 
the losses could 
have been spread by merely changing its 
state of incorporation. No problem of allo- 
cation is involved, because the corporation 
which suffered the loss is essentially the 


state 


transfer. 
lost 
seven which 


years over 


same corporation against whose income the 
loss would be applied. 
lying proposed Section 


If the policy under- 
381 of H. R. 8300 
is to eliminate the specified tax consequences 
from certain corporate reorganizations, for 
no apparent reason it falls short of that aim 
in this case. 


Example 2.— 


and operated 


owned 
wholly 
In 1954 
it decides to simplify its corporate structure 
by liquidating S and operating the business 
as a single entity. If in 1955, the year fol 


-X corporation has 
S corporation 


owned subsidiary for several years. 


as a 


lowing liquidation, X suffers a net operating 
loss, the proposed law would permit X to 
carry back the loss against its income prior 
to the liquidation; but the law would not 
permit the loss to be carried back against 
the income of S, even though the 
of S corporation may have caused the entire 


loss to Hi 


As in Example 1, there should be 
problem of allocation here. X and § cor- 
porations, being owned by the same inter- 
ests, were essentially 


assets 


no 


the same enterprise 
before liquidation as they were afterward. 
The use by the parent of a subsequently 
arising net operating loss should be unre- 
stricted, and the parent corporation should 
be permitted to utilize the loss carry-back 
to its fullest extent against either its 
own or its subsidiary’s income prior to the 
liquidation. If the two corporations had 
remained separate, they could have consoli 
dated their income for income tax purposes. 


as 


$y choosing to simplify their organization, 
however, the net loss to the enterprise by 
of the limitation 
upon carry-backs may be far greater than 
the slight increase in tax the corporation 
would have paid had it remained separated. 


reason above described 


Thus, it is evident that H. R. 8300 would 
to some extent continue to discourage the 
simplification of corporate structures, and 
would tend to freeze corporations in their 
present status even though a change would 
be desirable from a business point of view 


SUPREME COURT ENDS 1953 TERM 


During its recently ended term, the 


United States 
mulgated 


Court 
all 

Justice Douglas wrote more opinions 
did other 


Supreme pro- 


135 opinions of types. 


than any of his”. brother 


Opinions of 
the Court 
1952-1953 
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Warren, C 
Vinson, C 
Black, J 
Reed, J 
Frankfurter, J. 
Douglas, | 
Jackson, | 
Burton, | 
Clark, ] 
Minton, J. 


9 
12 
10 
14 
11 
12 
10 
11 
13 
11 
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opinions 
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Here is a statistical breakdown of 
the Court’s action compared with that 
of the previous term: 
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Memo- 
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Separate 
Opinions 
1952-1953 


Totals 
1952-1953 
1 
18 
26 
19 
40 
47 
27 
14 
17 
18 
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Special 
Business Problems 


The History of Leading Cases Justified 
the Tax Court in Holding Against—and the Circuit 
Courts in Holding for—the Taxpayer 


The Stock Dividend 


This lecture was delivered before the 
Stradley Tax Group, Philadelphia. 


Co recent diverse 
- courts of appeal and 

on the taxability of stock dividends have 
created new areas of doubt. The significant 
decisions are Tourtelot v Commissioner, 51-1 
ustc 9319, 189 F. (2d) 167 (CA-7); 
Wiegand v. Commissioner, 52-1 ustc § 9199, 
194 F. (2d) 479 (CA-3); Chamberlin v 
Commissioner, 53-2 ustc § 9576, 207 F. (2d) 
462 (CA-6); and Schmitt v. Commissioner, 
54-1 ustre 9156, 208 F. (2d) 819 (CA-3). 
In all of these decisions the trial and appel- 
late courts took special pains to analyze the 
history of the leading Supreme Court stock 
dividend and this history justified 
the Tax Court in holding against the tax- 
payer and the circuit courts in holding for 
the taxpayer. This is sufficient excuse to 
now re-examine that phase of tax history. 


views of the circuit 
the Tax Court 


Cases 


Over the years, there have been numerous 
“underlying principles” for taxing a stock 
dividend: that a stock dividend per se is 
taxable without limitation; that it is taxable 
only if the proportionate interests of the 
stockholders im the corporate assets are 
changed; that, disregarding the corporation, 
it is taxable if the dividend creates “dif- 
ferent interests” among the shareholders as 
a group; that it is taxable in any event if 
not issued bona fide and for a proper busi- 
ness purpose. 

The Treasury Department’s original view 
that a stock dividend per se is taxable 
income was denied in Towne v. Eisner, 
1 ustc § 14, 245 U. S. 418 (1918), in which, 
in the absence of statutory authority, a 
common-on-common dividend was held “not 
income within the meaning of the Sixteenth 
Amendment.” The added weight of Section 


586 


July, 1954 @ 


2(a) of the 1916 Revenue Act (a “stock 
dividend shall be considered income, to the 
amount of its cash value”) was insufficient 
to impose tax on a common-on-common 
dividend because, as held in Eisner uv 
Macomber, 1 ustc § 32, 252 U. S. 189 (1920), 
the new common stock was not “income” 
within tne meaning of that word as used 
in the Sixteenth Amendment. The court 
adopted the proportionate interest theory 
that the stock dividend “does not alter the 
pre-existing proportionate interest of any 
stockholder or increase the intrinsic value 
of his holding or of the aggregate holdings 
of the other stockholders as they stood 
before. The new certificates simply in- 
crease the number of the shares, with con- 
sequent dilution of the value of each share.” 
Four dissents were led by the Brandeis 
opinion which urged simply that, if earnings 
are realized by the corporation, a stock 
dividend which capitalizes those earnings is 
a recognizable and taxable form of distri- 
bution. It seems apparent from Brandeis’ 
parallel with the concept of partnership 
taxation that the “separate entity” theory 
of corporate taxation was then in an unde- 
veloped stage and had not yet gained the 
recognition and significance which it has today. 

Fifteen years of silence followed the 
enactment of Section 201(d) of the 1921 
Revenue Act, which recognized the Macom- 
ber principle and stated bluntly that “A 
stock dividend shall not be subject to tax.” 
The sleeping dog was roused when, in 
Koshland v. Helvering, 36-1 ustc § 9294, 298 
U. S. 441, the taxpayer persuaded the court 
that a common stock dividend on outstand- 
ing preferred stock was an income rather 
than a capital distribution; hence, the full 
cost basis of the original preferred stock 
continued undiluted for the purpose of com- 
puting taxable gain when that preferred 
stock was subsequently sold. The court 
acknowledged tlie proportionate interest theory 
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By STEPHEN T. DEAN, Attorney 
Montgomery, McCracken, Walker 
& Rhoads, Philadelphia 


but held that here the “stock dividend gives 
the stockholder an interest different from 
that which his former stock holdings repre- 
sented ” (Italics supplied.) This 
language creates doubt as to whether tax- 
ability is measured against°the stockholder- 
corporation relationship, that is, the pro- 
portionate interest theory, or is related to 
the stockholder group alone, that is, whether 
the stock dividend provided a different stock 
interest from that previously held. 

The taxpayer’s gain in Koshland was con- 
verted into a loss when the present Section 
115(f)(1) was enacted in the 1936 Reve- 
nue Act: 

“A distribution made by a corporation 
to its shareholders in its stock shall 
not be treated as a dividend to the extent 
that it does not constitute income to the 
shareholder within the meaning of the 
Sixteenth Amendment to the Constitution.” 

This double negative means that Congress 
intends to tax any stock dividend that con- 
stitutionally can be taxed. Here was an 
invitation for the Treasury Department to 
again question the entire concept of the 
Macomber decision. Its first chance was 
afforded it in Helvering v. Gowran, 37-2 ustc 
§ 9571, 302 U. S. 238, where common and 
preferred stock had been outstanding and 
a pre-1936 dividend of new preferred shares 
was distributed on the old common stock. 
The taxpayer contended that the preferred 
dividend was nontaxable, and that a part 
of the cost basis of the underlying common 
was allocable to the preferred with the 
effect of reducing the gain when that pre- 
ferred was later sold. The court supported 
the Treasury Department’s contention that 
the preferred stock dividend was an income 
distribution which, while not taxable in 
view of its express exemption under the 
pre-1936 Section 115(f), was constitutionally 
taxable and was received at a 
basis. The opinion by 


Stock Dividend 


zero cost 


3Jrandeis stated no 


theory other than that “This preferred stock 
had substantially the same attributes as 
that involved in the Koshland case. : 
{and] we are of opinion that under the rule 
there declared Congress could have taxed 
this stock dividend.” 


With this trophy on its shelf, the Treas- 
ury Department was set to shoot at the 
Macomber doctrine that a common-on-com- 
mon dividend was constitutionally not tax- 
able income. The perfect parallel was 
presented in Helvering v. Griffiths, 43-1 ustc 
{ 9319, 318 U. S. 371, in which the corpora- 
tion declared, out of post-1913 profits, a 
common stock dividend identical in all re- 
spects with the pre-existing common shares 
which had comprised its sole outstanding 
stock. With three dissents (Justice Doug- 
las: “Eisner v. Macomber dies a slow death. 
It now has a new reprieve granted under 
circumstances which compel my dissent.”), 
the Court refused to reconsider the Ma 
comber principle and held that: 


“ 


there was not the slightest sug- 
gestion of the view [by Congress] that 
§ 115(f)(1) had made or had intended to 
make all stock dividends taxable; on the 
contrary there was continued recognition of 
the authority of Eisner v. Macomber.” 
While the Macomber principle was not 
repudiated, neither was it affirmed. If any- 
thing, its theoretical base was weakened by 
the Court’s statement that taxable income 
could be realized even though there be no 
severance of the taxpayer’s increment from 
his original capital—citing Helvering v. Bruun, 
40-1 ustc § 9337, 309 U. S. 
lessor realized 
improvements 


461, where a 
income on repossession of 
made by the lessee, and 
Helvering v. Horst, 40-2 uste § 9787, 311 
U. S. 112, where the owner of bonds was 
taxed on coupons which were the subject of 
gift before their collection. The Court said 


“Each of these decisions undermined further 
the original theoretical bases of the deci- 
sion in Eisner v. Macomber.” 


With sort of encouragement, the 
Treasury Department was hardly prepared 
for the changed attitude of the Court as 
expressed only one month later in Helver 
ing v. Sprouse and Strassburger v. Commis- 
stoner, 43-1 ustc J 9363, 318 U. S. 604. In 
Sprouse, the dividend of nonvoting common 
was distributed pro rata among the owners 
of pre-existing voting and nonvoting com 
mon, and the taxpayer in question had owned 
only voting common prior to the dividend 
of nonvoting common. 


this 


In the Strasshurger 
case, the dividend of preferred shares was 
distributed on common stock 


which was 
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held by a single stockholder. 
dividends were held 


Griffiths decision, but 


Both 
under the 
noted that, 


stock 
nontaxable 
the Court 
under the facts in Strassburger: 
“Both before and after the event he owned 
exac tly the same interest m the net value of 
the corporation as before. At 
owned it 


both times h 
all and retained all the incidents 
of ownership he had enjoyed before.” (Italics 
supplied.) 


This appears to be the “proportionate in- 
terest” language of the Macomber decision, 
and in distinguishing 
Koshland decision the 
that “to 


come, 


and approving the 


Court acknowledged 
render the dividend taxable as in- 
there must be a change brought about 
by the issue of shares as a dividend whereby 
the proportional interest |presumably, in the 
corporation] of the stockholder after the 
distribution different from 
(Italics supplied.) 


essentially 
interest.” 


Was 
his former 


However, in referring to the Sprouse case, 
the Court strung along 
court’s thinking that: 


with the circuit 


the dividend [of nonvoting com 
mon| in nowise disturbed the relationship 
previou ly existing amongst all the stoc k- 
holders or that previously existing between 
the respondent and the corporation.” (Italics 
supplied.) 

This statement has been 
support for the “different interest” rule 
(Kanter, “The Present Tax Status of Stock 
Dividends,” Taxes, June, 1953, page 418, at 
page 420), which also is consistent with the 
holding that the common divi- 
dend in Sprouse There the 
pro-rata distribution of nonvoting common 
stock did not 
between 


construed as 


nonvoting 
was tax-irec 
change voting 
stockholders—the 
tinued to be 


shar eholde rs as 


interests as 
voting rights con- 


vested in the voting common 
and dividend and 
liquidation continued the same in 
view of the pro-rata character of the dis- 
tribution An that the 
dissenters in the Douglas, 
Black and majority 


in Sprouse 


be fe re; 
rights 
interesting tacet 1s 
Griffiths case 
Murphy joined the 
and Strassburger, 
two cases we find three new 
Reed, Frankfurter and Jackson 
with the 
difficult 
it 1s 


and in those 
dissenters 
who 


majority in the Griffiths case 


were 
It is 
to fathom their inconsistency, but 
to imagine that the Sprouse and 
Strassburger decisions might 
other way. 


Casy 
have gone the 
There followed about eight years of un- 
easy agreement by the Treasury Department 
that the “pure” 
preferred-on-common 
dend 
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and 
divi- 


common-on-common 
stock 


[Treasury 


types ol 


were tax tree. The issued 


July, 


17a4. @ 


favorable rulings on the preferred dividend 
situation even where multiple stockholders 
were involved. But its approval 
stricted to these relatively “pure” 
it continued to be 
afield in 


was re 
cases, and 
dangerous to wander fat 
reliance upon the “propo! 
tionate interest” doctrine. 


basic 


A wandering taxpayer was clipped by 
the Tax Court in Edwin L. Wiegand, CCH 
Dec. 17,462, 14 TC 136 (1950), acq. 1950-1 
CB 5, where the corporation had outstand 
ing 4,000 shares of A common stock (vot- 
ing; dividend: $6 priority plus equal partici- 
pation after $2 paid on B stock; liquidation 
preference of $100) and 24,000 
B common stock (nonvoting; dividend: sec 


shares ot 


ondary $2 preference plus equal participa 


tion in excess; liquidation secondary preference 
of $5). Any excess in liquidation was dis 
tributed between Class A and B 
proportion to their respective portions of 
stated capital. The stock dividend consisted 
of 2,000 new shares of A stock distributed 
one-half share for outstanding 
of A and 
stock distributed 
outstanding share of B The 
stock dividends could have increased o1 
decreased the dividend and liquidation posi- 
tion of either depending upon the 
amount of dividends or assets, but the vari- 
ance in any was almost nonexistent 
as based on actual earnings of about $275,000 
and actual net worth of about $1,150,000. 
The majority and dissenters agreed on the 
applicable “proportionate interest” te st, but 
they disagreed as to the date of its applica 
tion. The majority held the dividend to be 
taxable because the changes in the rights to 
dividends and in payments on liquidation 
“were sufficient to make the proportionate 
interest represented by the Class A shares 
essentially different after the 
from what it was before 


stock in 


each share 
12,000 new 


one-half 


stock, shares of B 


share for each 


stock. new 


class, 


case 


distribution 

*' In bis 
dissent, Van Fossan said that it was wrong 
to examine only the theoretical 
“rights”; this character 
“is to be decided by the facts obtaining at 
the date of the distribution of dividends, 
i.e., on the 


change m 
instead, a case of 


they were, 
not on facts hypothetically postulated as of 
future date.” Van had the 
support of the Griffiths decision in which the 
Supreme Court said: at the latest the 
time of the dividend is the criti- 
cal one for determining taxability.” 


basis of facts as 


some Fossan 


receipt ot 


Thus, the new issue: Conceding that the 
new stock does not effect a present change 
in the 


value of 


interests in the “net 
will the stock 
dividend become taxable because the addi 


shareholders’ 


the corporation,” 
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The Wiegand case should not, in 
Mr. Dean's opinion, be used as 
precedent in this stock dividend field 
where Supreme Court decisions have 
become the guideposts and 
reasonably can be construed to tax 
the Wiegand-type stock dividend. 


different in- 
terest if, and only if, there is a future change 
in dividends or 


tional preferences will give a 


values’? On separate 
appeals of the Wiegand decision, the Sixth 
(189 F. (2d) 167) and Third Circuits (cited 
at page 586) looked to the present—not 
to the and held the stock dividend 
to be nontaxable. In the Third Circuit, 
Judge Biggs expressly adopted Van Fos 
san’s reasoning, and in a footnote commented : 


asset 


future 


“Tt is true following the distribution that 
the B stock cannot receive its dividend until 
what more of the A 
ceived its dividends 
of the A and B have not been changed or 
affected. If we may employ a homely but 
nonetheless useful ‘down-Delaware’ phrase, 
the B stock, after the distribution, will eat 
lower down on the hog, but the hog has 
grown. The cuts, the proportional interests, 
of the A and the B 


But the fact remains that in the Wiegand 
situation the A and B stockholders’ present 
relationship to each other, and to the corpo- 
ration, were materially changed by the 
stock dividend. It is a valuable right to eat 
higher up on the hog, and presumably those 
higher cuts will produce a better price on 
the market. If taxability is dependent only 
on whether the stockholders’ present inter 
ests in the 


now is stock has re- 


3ut the legal rights 


remain the same.” 


“net value of the corporation” 
changed, then 

would be tax-free if 
“values” 


have almost 


any dividend 
accountingwise the 
maintained 
distribution 
fact in the Gowran case 
outstanding preferred stock, 
the remaining corporate “value” owned solely 


relative were among 


stockholders as of the date. 


Yet 


1 
whcre, 


this was the 


after 


by common stockholders was not increased 
new dividend, 
represented part of the resi 
dual value already attributable to the com 
mon stock. Nevertheless, the Supreme Court 
had held that dividend to be 


In my book, the circuit 
in the Wiegand case is wrong. 


preferred-on-common 
merely 


by a 
which 


taxable. 
court decision 
The Treas- 
ury continues to note in its book an acquies 
cence in the Court 
The Wiegand case should not, in my opin- 


Stock Dividend 


contrary Tax decision 


ion, be used as precedent in this stock divi 
dend field where Supreme Court decisions 
have become the guideposts and reasonably 
can be construed to tax the Wtegand-type 
stock dividend. 


Thus, at this point we have only the fol 
lowing theoretically clear nontaxable situa- 
tions: the common-on-common dividend of 
the Macomber type, the preferred-on-com 
mon dividend of the Strassburger type where 
there is a single common stockholder (al- 
though the Treasury permits multiple stock- 
holders) and the nonvoting common-on 
common dividend of the Sprouse type. All 
of these dividends might be taxed if (a) 
Congress re 115(f) to indi 


enacts Section 


cate that it intends to impinge on the Ma 
comber principle and (b) the 
such impingement constitutional. 
to be no likelihood of that result. 


hold 


There seems 


courts 


clear stock 
have attacked 
that of the absence 
of business purpose. In C. P. Chamberlin, 
CCH Dec. 18,935, 18 TC 164 (1952), the 
surface facts were that in December, 1946, 
the corporation had $100,250 common stock 
outstanding, earned surplus of approximately 
$2 million, and its highly liquid position was 
reflected by cash and government bonds 
totalling about $1,270,000. On December 20, 
1946, the corporation issued a five-for-one 
common stock dividend which increased 
common capital stock to $601,500; on De 
cember 27, 1946, a stock dividend of 8,020 
4% per cent cumulative $100 par value pre 
ferred distributed to 
December 30, 
20 of the new 


But even these 
dividend 


recently on a new basis 


supp sedly 


distributions been 


shares was 


shareholders; on 


common 
1946, the 
preferred 
shares sold them to two insurance compa 
nies for par plus accumulated dividends. 
The Tax Court held the preferred 
dividend to be taxable in othe 
facts: Ejighty-three and eight-tenths per 
cent ownership was vested in onc 
his wife; he 
did not 


owners of ail but 


stoc k 
view of 


man and 
102 yet 
to declare dividends because 
of individual surtaxes; an investment banker 
had suggested the bail-out plan as a method 


was tearful of Section 
want 


of withdrawing corporate cash on a capital 


gains basis; negotiaztions and oral arrange- 


ments were made with the purchasing in- 
before the stock divi- 
dends declared; and the preferred 
stock meet the 
ments of those companies as to dividend 


rate, 


surance companies 
were 
was 


designed to require- 


redemption such 


and 
as amount of working capital and 
surplus to be 


requirements, 
matters 


maintained so long as the 
preferred stock was outstanding 
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The Tax Court conceded that 
ter of 


“as a mat- 
form the stock dividend constituted 
one which fell within the Sprouse and Strass- 
burger cases,” but, after noting that in those 
cases “the dividend stock 
otherwise disposed of,” it 
(Baz ley Vv. 


was not sold or 
took the Bazley 
Commissioner, 47-1 ustc { 9288, 
331 U. S. 737) approach that “not form, 
but the real substance of the transaction 
is controlling.” The court then drew these 
legal conclusions: 


(1) In the nontaxable Macomber case, 
the surplus had ‘so absorbed in 
its business as to be impracticable of sepa- 
ration for actual distribution.” In the tax- 
able Koshland and Gowran cases, there was 
sufficient cash for severance as a dividend 
distribution; and Chamberlin was similar in 
that its “earnings and profits to a large 
extent were not absorbed in its plant, prop 
erty, or business for corporate purposes and 
were available for distribution in cash... .” 
In reversing, the Sixth Circuit (cited at 
586) reviewed these early stock divi- 
and refused to read into them 


become 


page 


dend 


cases 


any limitation based upon “available earnings.” 


(2) The Tax Court’s distinction of the 
Sprouse and Strassburger cases—that there 
the dividend stock was not subsequently 
sold—was refuted by the circuit court in 
its statement that “the legal effect of the 
dividend with respect to rights in the cor- 
porate assets is determined at the time of 
its distribution, not by what the 
holders do with it after its receipt. “— 
Helvering v. Griffiths The fact that 
events occur in quick succession does not 
by itself change their legal effect.” (Italics 
supplied.) 

(3) The principal ground for the Tax 
Court’s decision—in the view of the circuit 
court—was that the redemption feature of 
the stock dividend, permitting the stock- 
holders to receive corporate earnings on a 
capital gains basis, made the dividend other 
than 


stock- 


“a bona fide one, one in substance as 
well as in form.” The Tax Court had said 
that: “With such a predetermined purpose, 
the dividend was not a true stock dividend 
made in good faith within the meaning of 
the Supreme Court decision.” The circuit 
court’s reply was that the dividend stock 
had the bona fide character of preferred 
stock, that its redemption features were 
not unreasonable, that the tax-avoidance 
motivation for the distribution was unim 
portant and that the dividend was tax free 
under the Strassburger principle. 


But it would be 
Chamberlin 
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the 
rule for 


dangerous to 
general 


use 
decision as a 
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supporting any preferred stock bail-out. 
While the circuit court did say that the 
lack of a business purpose “does not by it- 
self change an otherwise valid dividend into 
an invalid one,” it conceded that: 

“The presence or absence of a corporate 
business purpose may play a part in de- 
termining whether a stock dividend is a 
bona fide one, one in substance as well as 
in form.” 


Thus, the circuit court agreed with the 
Tax Court that a stock dividend might be 
so rigged as not to have substance or bona 
fides. ‘\Nhen would a stock dividend be 
other than bona fide? The circuit court 
opinion indicated that bona fides would be 
lacking if the dividend stock “was imme- 
diately or shortly therafter redeemed at a 
premium,” or if there existed “the ele- 
ment of a formal conduit without any busi- 
ness interest.” 

The danger of the Tax Court’s more flex- 
ible line of thinking is that its essential 
generality would jeopardize almost any close 
corporation stock dividend, or at least 
would provide a scatter type of ammunition 
for use by examining revenue agents, An 
example in point is John A. Messer, CCH 
Dec. 19,627, 20 TC —, No. 31 (1953), in 
which the Tax Court properly held a pre- 
ferred-on-preferred dividend, with common 
stock also outstanding, to be taxable be 
cause of the change in the stockholders’ 
proportionate interests in the corporation. 
3ut because the 872 shares of dividend stock 
had been first acquired by the corporation 
for cash plus cancellation of an account re- 
ceivable, the Tax Court needlessly but- 
toned up its decision with the thought that: 

“Had the corporation distributed such 
cash and accounts receivable to the pre- 
ferred stockholders, it would certainly have 
been a taxable dividend, notwithstanding 
that the recipients might have purchased 
the 872 shares directly with the proceeds 
of such distribution The end result 
in either case would be the distribution of 
corporate earnings in such manner as to 
constitute a taxable dividend. C. P. 
berlin, 18 T, C. 164.” 

This tendency to examine the stock divi- 
dend as a part of a larger picture (a step 
transaction approach) is also evidenced in 
Joseph P. Schmitt, CCH Dec. 19,663, 20 TC 
—, No. 44 (1953). In that case, the cor- 
poration had only common stock outstand- 
ing, and certain stockholders had been finan- 
cially unable to carry out an agreement for 
purchase of common shares owned by the 
widow of a officer 


Cham- 


deceased Eventually 
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those shares were purchased by the corpo- 
ration over the years 1937 to 1947, follow- 
ing which those treasury shares were declared 
as a common-on-common dividend. The 
court concluded that the corporation had 
made the original purchase for the benefit 
of its other stockholders (the evidence showed 
that from 1926 to 1937 those stockholders 
had tried to finance the purchase but through 
lack of finances had defaulted on 
occasions), and it held: 


several 


“When viewed in the light of the over-all 
picture revealed by this record, we are con- 
vinced that, in substance, the transaction 
distribution of a taxable dividend 
and not a bona fide stock dividend within 
the rationale of 


was a 


Eisner 7 
and kindred authorities. 
reach 
here 


Macomber 
In our opinion, to 

conclusion on the facts 
would permit the tactics 
employed here to be used as a means of 
tax evasion where corporate shares are 
closely held.” (Italics supplied.) 

The Third Circuit (Schmitt v. Commis- 
sioner, cited at page 586) again reversed the 
Tax Court and refused to treat the stock 
dividend as but one step of a larger plan: 


other 
presented 


any 


“Whether this was a plan or not we do not 
see how the the common 
stock held in the treasury in proportion to 
what the shareholders already owned was 


a taxable event.” (Italics supplied.) 


distribution of 


The court emphasized the lack of severance 
of anything of value from the corporation: 


The Sixth and Third Circuits have 
established the rule that a stock 
dividend—if its ‘‘character’’ 

be bona fide—is to be examined 
separately from any general plan of 
which it may be a part. 


“(The shareholders] undoubtedly became 
richer because of their ownership of shares 
in . . . [the corporation], which, for 
several years at any rate, was a highly 
prosperous company. They did not become 
any richer when each got another piece 
of paper evidencing more shares but not any 
greater proportional interest in the 
pany’s assets than they had before.” 


com- 


The Treasury Department’s fear of the 
bail-out through redemption of stock as in 
the Chamberlin case, or through use of 
corporate funds for effecting an individual 
purchase as in the Schmitt case, seems am 
ply justified. The logical way to attack it, 
short of legislation, is by applying the step 
transaction doctrine, But the Sixth and 
Third Circuits have now established the 
rule that a stock dividend—if its “character” 
be bona fide—is to be examined separately 
from any general plan of which it may be 
a part. Thus far, there is no indication that 
the Tax Court has retreated from its con- 
trary view, and we might expect that the 
Treasury will seek a conflict in the circuit 
courts as a step for obtaining a Supreme 
Court decision on the issue. [The End] 
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Section 153 of the Code also provides that 
each Section 101(6) organization required 
to file the annual information return shall 


also furnish information showing (1) its 
gross income, (2) its expenses, (3) its dis- 
bursements from income for exempt pur- 
poses, (4) its accumulation of income in the 
year, (5) its aggregate accumulations of 
income at the beginning of the year, (6) its 
disbursements of principal in current and 
prior years for exempt purposes and (7) a 
balance sheet as of the beginning of the 
The statute requires the above-listed 
information to be made available by the de- 
partment for public inspection. 


year. 


These requirements of Section 153 of the 
Code were added by the Revenue Act of 
1950 and first became effective for the tax- 
able years beginning in 1950. 

Interpretation of the Tax Exemption Pro- 
visions —The provisions of the tax laws on 


Stock Dividend 


exempt organizations are subject to the same 
problems of interpretation and application 
as other provisions of the tax laws. How- 
ever, there are two factors which make the 
problems of interpretation and application 
unusually difficult under the provisions of 
Section 101(6), which is the general section 
granting exemption to charitable, religious 
and educational organizations. The first 
that while the statute uses such 
terms as “charitable,” “scientific” and “edu- 
cational” as tests for exemption, these terms 
are not defined in the statute. They are 
matters on which, obviously, reasonable 
minds may differ; and they are not terms 


factor is 


commonly used in financial or accounting 
matters so as to have acquired a 
meaning for tax purposes. 


ready 


The second important factor is that the 
statutory terms have remained virtually un- 
changed even though the and 
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circumstances in this country have changed. 
As indicated earlier, religious, charitable and 
educational organizations have been exempt 
from income tax in all revenue acts. ‘These 
provisions came into the law at a time when, 
comparatively, the rates were very low. The 
courts indicated that while normally provi- 
SIONS 


exempting taxpayers trom tax are to 


be strictly construed, the exemption under 
101(6) is to be liberally construed. 
The Supreme Court in Helvering v. Bliss 
(35-1 usre 9001, 293 U. S. 144 (1934)) said 
that the provisions granting “exemption of 
income devoted to charity” 
tions of the law in the favor, 
were begotten from motives of public pol'cy, 
and are not to be narrowly construed.” This 


section 


are “liberaliza- 
taxpayer's 


approach appears to have dominated judicial 
thinking 
held that, while charitable acts normally are 


in this area. Thus the courts have 


considered as being done without recom 


pense or profit, it 1s not necessary for ex 
emption as charitable that an organization 
services free of charge (Salem 
Lutheran Home Association of the Bay Cities, 
CCH Dec. 13,227(M), 2 TCM 157 (1943)); 


the term “educational” is broader than mere 


provide its 


activities such as those of schools and col- 
and includes the encouragement of 
good citize nship (Rose D Forbes, CCH Dec. 
2507, 7 BTA 209 (1927)); and the term 


“scientific” is broader than the basic sciences 


leges, 


and includes, for instance, improvement of 
motion picture photography (American Society 
of Cinematographers, Inc., CCH Dec. 11,300, 
42 BTA 675 (1940)). In its administration 
of the tax laws the Revenue Service is, of 
course, bound to give effect to the principles 
and interpretations contained in court de 


cisions 


Mr. Wormser, asked me 
particularly to discuss today “political propa 


your couns¢ l, 


ganda” and “un-American activity” as fac 
tors affecting exemption under the 
I shall be 


matters as they are 


income 
tax laws glad to discuss these 
encountered in the in 


terpretation and application of the tax laws 


Political Propaganda.—In considering the 


phrase “political propaganda” from a tax 
law standpoint, it is first necessary to dis- 
tinguish between two kinds of organizations 
The 
engaged in political ac- 
that 


promotion and support of a political 


which may ‘be regarded as _ political. 
first includes those 
tivity in the popular sense of the term 
1s, the 
party and the candidates for 
office 


and operated primarily for the purpose of 


support ot 


The second includes those organized 


promoting principles of government, or those 


engaged in activities pertaining to the con- 
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The phrase “political propaganda”’ as 
such does not appear in the tax Code 


or regulations. Nor are the terms 


“propaganda” and 
“political’’ defined in the tax statutes 
or the regulations. 


duct or form of 


government or seeking to 
effect certain systems of administration, or 
those engaged in legislative activities to ac 
complish these or other purposes. 


There is no provision of law exempting 
political organizations of the first type from 
federal income tax. In this connection, at- 
tention may be called to the provisions of 
the Income Tax Regulations which prohibit 
deduction from gross income for contribu 
tions of “sums of money expended for lob- 
bying purposes, the promotion or defeat of 
legislation, the 
including 


exploitation of propaganda, 
advertising other than trade ad- 
and contributions 


’ 


vertising, for campaign 
expenses (Regulations 118, Section 
39.23(0)-1 and 39.23(q)-1.) The ban against 
deductions for such purposes has also been 
applied by the Supreme Court in Textile 
Vills Securities Corporation v. Commissioner, 
41-2 9784, 314 U. S. 326 (1941), to 
deductions claimed as trade or business ex- 
(Also Roberts Dairy Company v. 
Commissioner, 52-1 ustc § 9286, 195 F. (2d) 
948 (CA-8).) 


USTC 


pe nses 


Organizations of the second type referred 
to generally apply for exemption under Sec- 
101(6) of the 
organizations 


tion “educational” 
The determination of whether 
exempt is then made under the 


statutory language which requires first that 


Code as 
they are 


they be organized and operated “exclusively 
for educational purposes.” 


The phrase “political propaganda” as such 
does not appear in the tax Code or Regula- 
tions. Nor are the terms “propaganda” and 
“political” defined in the tax statutes or the 
regulations. The requirement that as con- 
dition to exemption of an organization “no 
substantial part” of its activities “is carrying 
on propaganda, or otherwise attempting, to 
influence legislation” was added to the stat- 
ute by the Revenue Act of 1934. It has 


remained in the law without change. 


The committee reports and the language 
of the 1934 act establish that the 
“carrying on propaganda” do not 


words 
stand 
must be read together with the 
Thus the 


alone but 


words “to influence legislation.” 
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law expressly proscribes only that propa- 


ganda which is to influence legislation 


Moreover, the statute does not deny cx- 


emption to organizations any part of whose 


activities is carrying on propaganda, o1 
otherwise attempting to influence legislation, 
but only to organizations a substantial part 


of whose activities is of this nature 


The term “exclusively” is also a trouble 


some one in attempting to determine whether 


an organization is organized and operated 
exclusively for 


educational purposes. The 


While 
with 
interprete doth 
One 


statute does not define “exclusively.” 


it would seem to be 


synonymous 
“solely,” the courts have 
liberally writer in 
field has described the precedents 
as establ'shing the 


word much more 


the tax 


following rule 


‘A primary devotion-is enough; totality 
of devotion is not required. The 


predominant 


general ot 


purpose 1s to be considered 


Activities which are not educational 


in themselves, but merely the 


micans ot 


accomplish 2 the desired purposes, do not 


prevent the desired being 


purposes from 
deemed ‘exclusive’ under the 


a purpose, 


Statute 
‘incidental, contributory, sub 
servient, or mediate’ 


purposes, will not 


to one of the statutory 
prevent an organization 
from being within the required category 
(Paul, Federal Estate and Gift Taxation 
(1942), Volume 1, Section 12.19.) 


Thus, terms as 


with such 
“exclusively,” 


in the 


“educational,” 


“substantial” and “propaganda” 
statute, there has been a long history 
of varying interpretations and difficulty in 
establishing readily definable lines as to ex 
emption of “educational” organizations and 
the effect of deter 
mining exemption 


“political” activity in 


The present Treasury 
(Regulations 118, 
(c)) contain the 


Department Regula 
39.101 (6) -1 
following pertinent provi- 
exemption ot 


trons Section 


sions as to “educational” 


organ'zations 


“An educational 
meaning of the 


within the 
Revenue 
one designed primarily for the improvement 
or development 


organization 
Internal Code is 
of the capabilities of the 
individual, but, under exceptional circum 
whose 
sole purpose is the instruction of the public, 


stances, may include an’ association 
or an association whose primary purpose is 
to give lectures on subjects useful to the 
individual and beneficial to the community, 
even 


though an association of either class 


has incidental amusement features. An organ- 
ization formed, or availed of, to disseminate 


controversial or partisan propaganda is not 


Washington Tax Talk 


an educational organization within the mean 
ing of the Code. 
ot books Oo! the 


ing a cause of a controversial nature shall 


However, the publication 


giving of lectures advocat 


not of itself be suthcient to deny an organi 
zation the exemption, if carrying on propa 
ganda, or otherwise attempting, to influence 
legislation forms no substantial part of its 
activities, its principal purpose and substan 
tially all of its activities being clearly of a 
nonpartisan, noncontroversial, 
tional nature.” 


and educa 


Of necessity the regulations leave many 
questions to be resolved in individual cases 
upon consideration of all the 


cumstances of 


facts and cr 
each 
court decisions must be 


addition, the 
\ brief 
judicial decisions 
therefore be 


Case In 
considered 
the trend of 
Section 101(6) 


summary ot 


under may 


he Ipful 


Resort to the courts is a natural result 


of the statute, since it provides much leeway 


for varied opinions in a field in which pet 
ons are likely to have strong personal views 
Accordingly, court decisions have been nu 


merous and 


have played a major role in 


establishing the scope of the exemption 


In the early 


tried to resolve cases 


days, the Revenue Service 


involving controversial 
distinguishing between 
tion,” on the one hand, 


on the other. 


subjects by “educa 


and “propaganda,” 
The statute was interpreted 
as requiring disallowance of exemption where 


there was an attempt to disseminate infor 


mation about controversial matters or to 


develop and publicize facts leading to a 


suggested solution of current 
This 
Regulations which held that 
formed to 


troversial or part’san 


SOC ial, eco 
nomic or other problems was based 
upon ‘Treasury 


“associations disseminate con 
propaganda are not 
educational within the 


ute.” It 


meaning of the stat 
was held with a few exceptions that 
an organization was not exclusively educa 
tional when either its purposes or activities 
touched upon a subject thought to be con 


troversial 


Taxpayers very soon began to contest this 
position and the result was a series of cit 
cuit court decisions requiring a considerably 


broader interpretation of the statute 


(Slee uv. Comm«sstoner, 
(2d) 184 (CCA-2, 1930) 
4924, 15 BTA 710) involved 
Birth Control 
was organized to collect 
information about the 


birth 


An early case 
2 ustc 7 552, 42 F 
aff’'g CCH Dee 


the American This 


League. 
organization 


distribute 


and 
political, 
social and 


economic control 
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and to enlist the 


support and cooperation 
of statesmen and legislators in effecting re- 
peal and amendment of statutes dealing with 
its prevention, ‘The Appeals 


contributions to the 


Board of ‘Tax 


—_ 
aeduction o! 


denied 


league on the ground that it was not “¢ 
lusively educational” because it was for ed 


( 
to disseminate propaganda about a contro 
versial engaged in efforts to 
1930, the Court of 


Second Circuit 


matter and 


influence legislation In 
. P 


\ppealis -tor the affirmed, 


resting it decision on the much more narrow 


ground th: mgress did not intend to sub 


] 


idize polit activities as educational and 


intimating that the controversial aspect of 


the subject matter was not significant Che 


court stated 


“The collection and publication of the 


information legitimate 


was also a 
( enterprise like any 
medical data. We cannot 


less we doubt the 


" Chis 


scems to us 


collection of 
discriminate un 


od faith of the enterprise 


raises the only question which 


important, whether 
also agitating for the 
preventing birth 


such is 


which 1s, 
the League is repe al 
of laws 


Political 


Statute 


control 


agitation as outside the 


Another case 
717, 48 F 
CCH Dec 


cerned the 


(Weyl v. Commissioner, 
(2d) 811 (CCA-2, 1931), 
5810, 18 BTA 1092) con- 
deductibility of contributions to 
the League for 


) 
USsT« 


rev'g 


Industrial Democracy, which 


was organized “to 


promote an intelligent 


understanding of the movement for a new 


social order based on production for uss 


and not for profit,” and to that end carried 


on research, published findings and conclu 


and promoted 


1Ons 


debates and discussions 


on social and economi problems 


The Board of Vax Appeals denied the 
on the basis that the league dealt 


had an 


deductior 
ith a and 


stamped its ac 


controversial subject 


ultimate objective which 


tivities as partisan 


In 1931, the Court of Appe als for the 
Second Circuit reversed, holding that, in 
the absence of a definition by Congress, the 


term “education” 


was to be given its plain, 


ordinary meaning of “imparting or acquit 
and that although the league 


have 


ing knowledge” 


claimed to 


it “had no 


a definite socia] doctrine, 
legislative program hovering 
over its activities” and was exclusively edu- 
cational within the meaning of the 
The decision followed the American 
Control Leaque indicating, 
that a preconceived objective is not 


fatal to 101(6) exemption 
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word 
Birth 


also, 
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It is the firm policy of the 

Revenue Service to deny exemption to 
any organization which 

evidence demonstrates is subversive. 


Leubuscher v. Commissioner, 3 ust 
t If, (2d) 998 (CCA-2, 1932), rev’g and 
aff’ CCH Dec. 6600, 21 BTA 1022, involved 
the deductibility for estate tax purposes of 
two bequests: (1) 


G 857, 


to an organization to 
teach, expound and propagate the ideas of 
Henry George and (2) 
zation to 


to another organi- 


advocate Mr. George’s ideas, to 


advocate abolition of taxes on industry and 


its products in favor of a single tax on land, 
and to promote 
single-tax people. 


social intercourse among 


lhe Board of Tax Appeals sustained the 
‘ommissioner im toto, holding that a legis- 
lative program was outside the 

the statute and that each 
had a legislative program. 


intendment 
organization 


1932 decision the Court of 
Se cond 


Ina 
for the 
hirst 


organization 


Appeals 
reversed as to the 
that the recipient 
was untainted by any legis 
program even though the bequest 
as one method of furthering the 
estator’s desire that the principles be en 
acted into law The 

second bequest on the 
implied premise that it is not exclusively 
educational to disseminate conclusions with- 
out tacts of 


Circuit 


bequest, holding 


lative 
vas made 


‘ 


court affirmed dis 


allowance of the 


to publicize a partisan view- 
point without explaining the reasons 

This with the 
American Birth Control League case in indi- 
that 
hand in hand with a preconceived objective 
Also, the court to acknowledge a 
difference between a fair and full statement 
of tacts concerning 


decision is also consistent 


cating education 


can sometimes go 


seemed 
one side of a disputed 
question and presenting preconceived opin 
ions unsubstantiated by any basic factual data 

\nother precedent-setting case (Cochran 
v. Commisstoner, 35-2 ustc § 9448, 78 F 
(2d) 176 (CCA-4), rev’g CCH Dec. 8624, 
30 BTA 1115) involved an income tax 
deduction for contributions to the World 
Against Alcoholism. This organ 
ization had as its purpose “to attain, by the 
means of education and legislation, the 
total suppression throughout the world of 


League 


alcoholism 

The Board of Tax Appeals found that 
despite its stated purpose, the league itself 
had no legislative program indulged 


TAXES —The Tax Magazine 


and 





in no political activities, but denied the 101(6) as to “educational” organizations as 
deduction on the ground that the organiza the Service had at first attempted 
tion disseminated information about con In 1940, the Court of Appeals for the 
rsial topics which some of its affiliates First Circuit held that contributions to the 
d in furtherance of legislative purposes. Birth Control League of Massachusetts, 
a 1935 decision the Court of Appeals affliated with the American Birth Control 
ie Fourth Circuit reversed, saying that League, were deductible atter the organiza 
ague’s own purpose to eliminate alco- tion had abandoned any legislative activi 
was not controversial and_ that. ties (Faulkner v. Commissioner, 40-2 ust 
it gathered and made available facts 11 9544, 112 F. (2d) 987 (CCA-1)). 


prohibition and other controversial On the basis of these judicial precedents 
h 


it did so impartially and that “the we must conclude that it is now reasonably 


is not what the member organiza established under the I that an organiza 


did with the information supplied by tion may have as its ultimate objective the 


eague, but in what spirit the informa- creation of a public sentiment favorable to 
gathered and supplied.” one side of a controversial issue and still 


, secure exempt status under Section 101(6) 


aX Appeals has followed 


a ian I; provided it does not, to any “substantial” 
circuit co S 1a Case 


leor > att iryt lu } ] ois] ! 
’ degree, attempt to influence legistation, and 
ague of Nations Associa a 
lames J wstall, CCH Dec. 8301, 29 
19R (1933)), the Board or lax 


stated: “Indeed in the light of tl The cases are legion where a fine lin 


provided further that its methods are of an 


educational nature 


meaning of the word ‘educate’, be drawn in determining whether, o1 


activities of the Association were he basis of all facts presented, the orgam 


nal. notwithstanding the highly con zation may. qualify for a Section 101(6) 


rsial character of the subject. Othe: exemption, or if not, whether it may quality 
ivities were beyond the realm of educa under any other subsection of 101 (such a 
such as the writing of letters to Section 101(8), which provides for exemp 
evislators urging our adherence to tion of civic organizations not organized fo1 


he World Court, presenting issues befor pront but operated solely for the promotion 
National political conventions, urging mem of social welfare), or whether it does not 
bers to select candidates for Congress ”» qualify for any exemption and must, there 


: : fore, file income tax returns 
Phe 1934 amendment to the law by whic! , 
lded tl oi ; The task is an exceedingly difficult one 
added the words and no substantta 
: | a Ge 2, tor the Revenue Service It is one which 
of the activities Of which 18 carrying ' 
we approach with full knowledge of its 
n propaganda, or otherwise attempting, to 
| 


; “acs importance and the necessity for complete 
influence legislation,” indicated an aware 


objectivity 
Un-Americat Activity The term ‘uu 


American activity” poses some of the same 


ness by the Congress of the tenor of the 
court decisions already discussed, and by 
indirection, a reluctance to hold the line : : 
on the basis of the narrow interpretation bj problems in relating to tax law criteria 
the Service of the 101(6) educational ex 
emption. Congress saw fit only to circum : 

ibe the exemption with a restrictio: The term “un-American” 


for exemption does the term “political 


propaganda 


. ° ) ' 1 ; t ] \ 
substantial activities to influence pear, « h, in the ax la 


| tions aN 1O iesitancy 
The committee reports show ee , ” wr . 
. owever, that it 1s the firm policy 
rst proposed, the 1934 amendment , : po 
a 6s ‘ ; P Revenue Service to deny exemption to at 
e Statutes rea and no substantial part : , 1 : 
P . organization vlhich evidence demonstrate 
vhich is participation re 
is subversive fhe determination of the 
on propa ‘ 
t I Revenue Service denying exemption must 
attempting. to influence 1 P 
. ! : ee aeee . however, be based on lac k ot qualification 
veport No. 558, Seventy 


Second Session, page 26; 


B 586, 606.) ° words 


the terms of the ta» law, namely 
qualify as an organization organ 
1 ] 1 
clusively tor 
our belief that 


artisan politics” were 
stricken from the bi l, as enacted h r¢ n which 1 subversive ¢ 


in of 
V ! 


an 
leads to 
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shown on the 
sive List 
by the 


Attorney General’s Subver 
resulting 
Attorney 
kimployee’s 


determination 
General under the 
security 


from a 
Federal 
There are 
no organizations on that list which are also 


Program 


on our list of exempt organizations. 


In addition, statutory restriction on ex 
imposed by Section 11(b) of 
Security Act of 1950. Under 


Communist-action and Commu 


emption 1s 
the Internal 
this act all 
nist-front Organizations are required to 
register with the Attorney General 


1l(b) provides that 


Section 


shall be entitled to 
from Federal income tax, under 
section 101 of the Internal Revenue Code, 
for any year if at any 


“No organization 


exemption 


taxable time during 


such taxable year (1) 


such organization is 
registered under section 7, or (2) 


: there 
effect a final order of the Board 


organization to registe! 


1S in 


requiring such 


under section 7 


have been 


reported to us by the Department of Justice 


Thus far no organizations 


as registered under the Internal Security 


\ct | 


lu tice 18 


understand the Department of 


engaged in seeking to require 
There 


this act to any 
under the 


revistration of certain organizations 
no application of 
rently 


has bec Ni 


ganization cut exempt 


under the laws administered 
Internal detet 


ons are not mace as t wi ner an 


LB gly 
Revenuc 
organization is “un-American.” is sut 
ficient for denial of exemption if it 1s deter 
mined tl at the or does not 


yanization meet 


the present statutory tests 


The Commissioner 
IR-Mim. 54-92.—A ruling issued within 


the month clarifies the policy of the Service 
relative to travel and entertainment expense 


and other items business ex 


states that it will not 
Service to resort to a 
computation of the 
merely for the 


ce clue t« d as 


pense The ruling 


be the policy of the 


percentage deductions 


surposes of settlement 


“In the verification of deductions claimed 


for expenses paid or incurred in connection 


with a taxpayer’s trade or business, prob 


lems constantly arise with 


respect to the 


verification of those deductions 


whi h are 


base d 


upon a substantial number of small 


| 
items of expenditure since thev often are 


not sceptibl f complete 


1] substantiation 


tary evidenc \ al t thie 


July, 


1954 °@ 


deductions in which such questions arise are 


those for traveling and entertainment expense. 


The taxpayer is not relieved of the burden 
of proof and he must keep records. The 
“examining should careful 
judgment which will permit reasonable de- 
terminations 


othcer exercise 


under the law and _ regulations, 
provided he is satisfied that there is a proper 
basis for some This 
such matters as the extent to 
which detailed verification is required, the 
papers or records essential to adequate sub- 
stantiation, and the weight to be accorded 
oral statements and explanations. Such 
elements necessarily will vary according te 
the nature and relative tax importance of 
the items involved and the general circum 
stances surrounding the entire case. 


allowance will involve 


consideration of 


“Close approximations of items not fully 
supported by documentary proof can very 
frequently be 
through 


reached by reconstruction 
resort to reliable secondary source 
of information and collateral evidence. For 
example, in connection with a claimed item 
of traveling expense, it might be possible 
for a taxpayer to satisfy the examiner that 
he was in a travel status a certain numbe 
of days out of each month or vear but im 
possible for him to establish the detail 

all his 
documentary proof. In 


various items of travel expense by 


such a Case rail 
jane fares can be ascertained with 


exactness and automobile costs approx 

mated on the basis ol mileage covered \ 
reasonable approximation of meals and 
lodging might be based upon rece ipte d hotel 
bills or by applying a daily rate (determined 
upon the basis of actual costs prevailn 

in the particular community for comparable 
accommodations) 
travel 
the like can be 


approximation 


to the provable days of 


Items such as tips, taxi fares, and 


based upon a reasonable 


“In connection with the determination of 
factual matters of this type, due considera 
tion should be given to the reasonableness 
of the taxpayer’s stated expenditures for 
the claimed purposes in relation to his re 
ported income, to the 
curacy of his 


reliability and = ac 


records in connection wit! 
other items more readily lending themselves 
to detailed record-keeping, and to the gen 
eral credibility of his statements in the light 
of the entire record in the Disallow 
ing amounts claimed for such items merely 


because 


case 


there is available no 
which will 
amount beyond any 


documentary 
establish the 
reasonable doubt 
commonly recognized business practice 


evidence precise 


ignores 
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Books 


Making Law 


The Legislative Bertram M 
McGraw-Hill Book Company, [nc., 
330 West 42nd Street, New York, 
York. 1953. 472 pages. $6.50 
Baffled by the complexities of the law 
making process, the average 
it difficult to 


Struggle 


Gaross 


xT 
svweWw 


American finds 


weigh the promises or ap 


praise 


the accomplishments of the Con 


gressional candidates who seek his vote 


He is easy legislative double talk 


The lobbies of Capitol Hill teem with lawyers, 


prey tor 


public-relations men and ex-government of 
ficials who accomplish little except to wrest 
from gullible 
ciations and corporations 

Nor is the average 
the clue to the 


large fees individuals, 


asso 


official 
virtue of his 
ofl Many a well-meaning administrator, 


public givell 


mystery by 


for want of knowledge concerning currents 


and soundings, has steered a government 


program on the legislative rocks 
In writing this book the author has draw1 
on first-hand personal experiences whicl 
serving as a staff advisor to 
Senate committees and later as at 
» 
Presi 


various chapters, the 


the executive othce of the 


Throughout the 
describes the use and misuse of the 


an interesting book whicl 


practical know] 


Tax Bibliography 


Bibliography of Accounting and Tax Art: 
cles. Cecil E. Coe, 307 East Street, 
Inglewood 1, Edition, 


1954. Two Annual sup 
plement, $6 


Regent 
Revise d 
$12.50 


California 
volumes 


This 1s a two-volume work alphabetically 
arranged It begins with the word “aban 
donment,” with a 


Potential Tax 


“Areas of 
July, 1951, 


reterence to 


Savings,” TAXEs, 


Books 


Of 
interest 
to the Tax Man 


page 599. In another section, tax and ac 
counting articles are correlated to the sec 
tions of the Internal Revenue Code; tor 
instance, Section 23(a)(10) has a reference 
to “Tax Problems of Feb- 
ruary, 1942 


Cecil E. Coe, the collator of this work is 
primarily a certified public accountant, and 
secondarily an author In 1946 he 
indexing articles he thought were particu 
larly interesting which he had read in vari 
ous tax, legal and accounting publications 
In four years this index on 


Lease,” T AXES, 


began 


3” x 5” cards 
had grown to such an extent and had be 
come so usable that others were consulting 
the index in Mr Taking this as 
an indication of interest, Mr. Coe published 
his first volume in 1953 with 5,500 references 
culled from 75 different publications. The 
present work, in two volumes, contains ref 
erences to 15,000 articles screened from 140 
publications. 


Coe’s office 


The publication is loose leaf in a manner 
The pages are punched so that they will fit 


into a standard 514” x &Y% 


” 


, three-ring 
binder 


Federal Sales Tax 


Should the Federal 
Uniform Manufacturers’ 
Pamphlet 7 
Street, 


Government Adopt a 
Excise? Forum 
Inc., 457 Nassau 
1954 32 


Tax Institute, 


Princeton, New Jersey 


pages 50¢ 

The pamphlets are published by 
the Tax Institute with the objective of pro 
moting a better understanding of the com 


plex and controversial problems in public 
finance 


on the 


forum 


This pamphlet presents four papers 
subject of a federal manufacturers’ 
excise tax. Two papers present the 
tor the adoption ot such a tax 


view 
one by Fred 


Maytag, II, and the other by Chester M 
Edelmann. E. C. Stephenson and Senator 
Wiley of Wisconsin present the 


opposite view 


Alexander 


597 





Articles 


Tax Compromises 


“Closing Agreements and Compromises 
Under the New Policy of the Internal 
Revenue Bureau,'’ by Daniel S. Berman 
and Joseph Berman. 
Journal, May, 1954. 


Mississippi Law 


The authors are New York attorneys. 


In order to save the annoyance, uncer 


tainty and expense involved in litigation, it 
to amicably settle issues 
Aside from the 
limitations, a tax 
ended by (1) a 
agreement or (2) a compromise 


The “closing agreement” is a method by 
means ot a tax controversy 
on the merits of the case. It 
pend on the 
amount 


advisable 
by mutual 


Ss olten 
concessions 
running of the 
liability 


Statute ofl 


may be closing 


which we settle 
does not de- 
taxpayer's ability to pay the 
involved. It is 

fraud, and the 
whether the agreement 
ecuted according to statutory 


conclusive in the 
will 
Was CX 


absence of courts con 


sider only 


requirements 
Consideration is not an essential element 


\ “compri 


f which 


ymise” is a contract by means 


civil or criminal cases are settled 
by mutual concessions, Its validity depends 
ipon (1) consideration and (2) whether the 
parties are capable of entering into the con 
tract \s a rule 


nto in cases where the 


compromises are entered 
taxpayers are un 
may be 


taxes. It 


ible to pas the reviewed 


bv. the courts 
meaning \ 


he grounds for 


as to its validity and as to its 
mutual material 


relieving the 


mistake of a 


partie 


lhe Commissioner, or any other ofticer 


employee of the Bureau of 


Internal Rev 


enue so authorized by the Commissioner in 


writing, may enter into a written closing 


agreement 


with any taxpaver is duly 


authorized representative in regard to any 


federal tax for any 
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its approval by the 
Under 


Secretary of the Treas 


ury, the secretary or any assistant 


secretary within an agreed period, the 


agreement becomes final and conclusive 


\ closing agreement has the attributes 
mutual which cannot be set 
aside except on grounds stated in the stat 
te The agreement may cover existing or 
future tax liability. It need not relate t 
the total tax liability of a taxpayer, but 
may relate to one or 
his liability. An 


into with 


ota release 


more items altecting 


agreement can be entered 
to his income, dé 
duction for losses, depreciation, depletion o1 
the value of property on a basic date. There 
can, therefore, be a series of 
relating to the tax liability of a single tax 
single tax period. A 
is binding, even if without 
where the agreement is for the 
full amount claimed by the government 
Where there is uncertainty as to the tax 
effect of a contemplated course of action, a 
closing agreement affords the only means of 


respect 


gross 


agreements 
payer for a closing 
agreement con 
sideration, 


conclusively fixing the tax consequences 


The Commissioner’s rulings are not binding 


in the absence of a closing agreement 


In the following instances it is advantage 
ous to taxpayers to enter into closing agree 
ments which fix the total tax to be paid for 
the taxable periods covered: (1) when fidu 
ciaries desire to facilitate settlement of the 
estate; (2) when a corporation is contem 
plating or in the process of dissolution; (3) 
When a bank or 
final determination of tax 


sons 


other creditor desires a 


liability for rea 
of credit; (4) when a taxpaver is anxi 


ous to know his final tax liability to date 


before entering new business transactions 


(5) when adjustments ar 
under the remove 


limitations 


provisions which 
f the statute of In applying 
total 

liability, taxpayers should show that n 


for a closing agreement covering 


advantage to the government can result 


from its approval 
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A compromise is binding on both parties 
and prevents either the taxpayer 

or the government from 

reopening the disputed tax. 


The Commissioner, with the 


either the 


approval of 
Under 
Secretary of the 


secretary, secretary Ol! 


Assistant lreasury, has 


authority to compromise any civil or 


crim 
inal case arising under the 
before reterring the 


partment of Justice. The 


internal revenue 
case to the De 
Attorney General 


iaAWS 


has similar authority in 


Cases Te 


the Department of Justice. In practice, the 


broad powers of the Commissioner are 


used 


almost invariably only to 


dispose ot tax 
liabilitv—-when the amount 


knowledged or is in 


either is ac 


dispute—when the 


taxpayer is financially unable 


to Satisly the 
nt’s clair ll. The ti 

governments Claim in Ttul le exception 
] 


is in regard to the penalty for delinquency 


the failure to file a return 


This penalty 
the Commissioner will compromise, regard 


less of taxpayer’s financial ability, depending 
on the degree of culpability. 


A compromise is binding on both parties 


and prevents either the taxpayer or the 


reopening the 


government from disputed 
\ mistake of fact on the part of the 
voids the 


taxpayer 


tax. 
taxpayer 
where the 


compromise, 
was 


Thus, 
ignorant of the 
overassessment credited 
knowledge of the taxpayer, the 
did not prevent him from re 
covering the overassessment (Arkwright 
Mills v. U. S., 1928 CCH D-8308, 27 F. (2d) 
550 | ’ Mass.)). A mistake of law pre 
vents the 


existence Of an 
without the 


cCOMpromise 


operation of the compromise 
(Cloister Printing Corporation v. U. S., 38-2 
ustc 79603, 100 F. (2d) 355 (CCA-2)). A 
compromise made under duress may also be 
but the routine serving of a notice 
of distraint does not constitute duress (Shaw 

Truesdell Company v. U. S., 1932 CCH 
| 9567, 1 F. Supp. 834 (DC N, Y.)). 


set aside 9 


Interest and penalties constitute a part ol 
the tax ‘I he two may not be divorced and 
the interest or penalty compromised sep- 
arately (Big Diamond Mills Company v. U.S 
2 ustc § 791, 51 F. (2d) 721 (CCA-8, 1931)) 
It has held that a compromise of 
interest acknowledges the liability of the 
tax, since if the taxpayer were not liable for 
the principal, he could not be liable for the 
interest (J:ang-Kidde Company, Inc. v. U. S., 
3 usrc 91075, 2 F. Supp. 768 (1933)). If 
the interest is compromised and, in spite of 


refund of the tax is subsequently 


be en 


this, a 


Articles 


obtained, the interest is also refundable, but 
at the reduced rate agreed on in the com 
promise (Colorado Milling Elevator Com 
pany v. Howbert, 1932 CCH 79411, 57 F 
(2d) 769 (CCA-10)) 


The new setup of the Bureau of Internal 
Revenue reveals the assumption of a tougher 
attitude in 


expect 


collection The taxpayer can 


speedier service and he can expect 


his return to receive closer scrutiny, es 
specially if he is in the higher tax brackets 
The new setup places the 
of Internal 


the first 


job of Collector 
Revenue 
The inspection service has 
been expanded, the control over employees 
strengthened, 


under civil service for 


time 


othices have 


been consolidated, 
and authority to make decisions in the field 
has been expands d Che changes are aimed 
at careless taxpayers and not at corrupt tax 
collectors. In place ot the appointed tax 
collectors there are now 64 district directors 


of internal revenue 


The first change under the new plan is 
that conferences on disputed points on tax 


returns wil! be speeded up. Some tax ex 


with this 
will be 
dropping one conference step 
They are afraid that taxpayers will not get 
a thorough 


perts are inclined to 


since the 


disagree 


procedure extra 


speed 
attained by 


hearing. 
system claim that the two remaining con 
ferences will assure a thorough consideration 
of taxpayers’ complaints. At present, a 
taxpayer who disagrees with the finding of 


The designers of the 


a revenue 


agent may have to 


Wait seven 
months before he can have a conference 
the next level. 


this 


al 
The Bureau hopes to relieve 
situation by halving the case load of 
conterence leaders 


The expands thie app llate 
division from 12 such bodies to 64; each of 
the districts will have an appellate division 
with full authority 


new setup 


to make final decisions 


lo staff this expansion, conference sections 


previously attached to the 


will be 


office of chief 


revenue agents 


switched t thie 


appellate division 


Taxpayers’ rights to sue the collector for 
refunds of taxes illegally collected are 
impaired. The district 


to suit in the 


un 
director is subject 
Same instances as was the 
collector of internal revenue 
sued individually, and if he 


the suit will 


He must be 
is transterred, 
filed at his new 
location. The Bureau has assured taxpayers 
that the switch of personnel to the appellati 
division does not 


have to be 


change old procedures 


The Bureau also claims that it will closely 
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decisions of the 64 
order to maintain 


vatch the offices in 


some uniformity 
Whether or not the will be 

an improvement as the government 
felt, 
that closing agreements and com 
still important 
mn t settlement of disputed matters in the 
field of taxation 


new system 


remains to be seen It is 


promise vill play an part 


Capital Gains 


“The Capital Gains Treasure Chest: 
Rational Extension or Expedient Extor- 
tion,”’ by Melvin G. Dakin. Louisiana 
Law Review, April, 1954. 


The author is professor of law, Louisi- 

ana State University. 

\ study of the 
HHouse Ways 
topic oft 


hearings of the 
Means Committee 


recent 
and on the 
losses is not an 


One 


capital gains and 


exhilarating closes. the 


experience 
vith the 


Icw, i any, 


volume feeling that there are very 


taxpayers who are not being 


put upon in one another by the im 


Way Ot! 
However, 
before the 


eloquently the 


position of a tax on capital gains 


the variety of voices raised 


committe expresses array 


must, as best 
it can, attempt to deal with in that handbook 
if Americana, the Internal Code, 
and more specifically in the sections of it 


ol interests which Congress 


Revenue 


devoted to capital gains 


In the main, the proponents of change in 
the existing law are: (1) representatives of 
roups having income already in part classi 
fied as capital gain, and who wish to abol- 
ish the tax on 


such gains altogether or to 


amelorate it by lowering the rate of 


tax; 
(2) representatives of groups having income 
exchanges of 


from sales or 


property now 
treated as ordinary income but which might 
be made eligible for capital gain treatment 
shortening the 


holding period; or (3) 


by appropriate amendment 


present representa 
tives of groups having income trom sales or 


! kind 


capital 


eX 
though 


lanyves ol 


property of a which, 


now excluded from gain 


treatment, can be rendered eligible’ by 


redefining capital asset transactions so as 
Illustrative 
of the first group are long-term (six months 
other 
Illustrative of the second group 
than six months) se 

commodities speculators. I] 
the third class are those 


interests whose 
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to include their transactions 


or more) investors in securities and 
properties 
are short-term (less 
curities and 
farming 


breeding stock has not yet 


lustrative ot 


July, 


1954 e@ 


been included in the definition of 


capital 


borderline real 


assets, operators in estate 


sales and development, and a miscellany ot 
interests, some of whom, such as recipients 
of corporate dividends, do not even purport 
to be 


property 


carrying on sales or exchanges of 


Congress has wrestled with the problem 
twofold aspect and has 
solutions in: (1) a holding period 
which will, with some semblance of plausi 


for decades in its 
sought 


bility, separate long-term investments from 
speculation; and (2) a ceiling rate which 
will, with some semblance of equity, reflect 
the fact that property 
transactions may consist of the accumulated 


realized gains from 
gains in the value of property over several 
taxable and that, consequently, the 
should not be than it 
would have been if spread over such taxable 
years It is, of 


years 
tax burden higher 
course, the sharply 
will 


pro- 


gressed which otherwise be 


surtax 


applicable to all “realized” in the 


galns 


taxable year which 


W herever 


tation or 


causes inequities 


the effect of judicial interpre 
Congressional “redefinition” of 
capital assets has been to convert ordinary 
income capital gain, there is the possibility 
been distorted, either 
Whether cur 
rent changes, proposed or already embodied 
in the 


that the sections have 
inadvertently or expediently 
Code, are expedient distortions in 


response to taxpayer pressure groups of 


rational extensions of the capital gains 
theory is best considered in the light of their 


statutory and judicial history 


117(a)(1), 


’ 


Analysis begins with Section 
that “capital 
property held by the 


“(A) stock in 
other 


which, after stating assets’ 


means 
cludes 


taxpayer, ex 
trade of the 
property of a kind 

would properly be included in the 


tax- 
payer or which 
inventory 
of the taxpayer if on hand at the close of the 
taxable year, or property held by the taxpayer 
primarily for sale to customers in the ordi 
nary and 
“(B) property [held by the taxpayer], used 
in the 
which 1s subject to the allowance for de 


23(1) oa 


added 


were 


course of his trade or business”; 


trade or business, of a character 


preciation provided in section 


117(j) was subsequently 

117(a)(1)(A) and (B) 
The 1942 version of Section 
“For the purposes of this 
subsection, the term ‘property 


Section 
and Sections 
left untouched 
117( }) provided 
used in the 
business’ means used in 


trade or property 


the trade or business, of a character which 


is subject to the allowance for depreciation 
provided in 23(1), held for 


section more 
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In the main, Section 117(j) has opened 
up no new opportunities for 

cut-rate taxes for ordinary annual 
profits in the securities field. 


than 6 months, and real property used in the 
trade or held for than 6 
months, which is not (A) property of a kind 
which would properly be includible in the 
inventory of the taxpayer if on hand at the 
close of the taxable (B) 
held by the taxpayer primarily for 
customers in the 


business, more 


year, or property 
sale to 
course of his 
Such term also includes 
respect to 
(k)(1) or (2) is applicable. 


ordinary 
trade or business. 


timber with 


which subsection 


That one of the 
117(}) was to bring depreciable prop- 
useful for war production back into 
capital asset category for pur 


prime purposes of Sec 
tion 
erty 
an “as if” 
poses of computing gain is evident by the 


way in which the draftsmen proceeded 


Essentially, a number of the current dis- 
tortions from the fact that 
117(a) and 117(j) were drafted to take care 


stem Sections 
of conventional manufacturing, servicing or 
merchandising operations in circumstances 
where it would be relatively simple to dis- 
tinguish between the assets used for manu- 
facturing or and the services or 
commodity produced or purchased for sale. 
Our economy is hardly as simple as the 


servicing 


regulations would have it, however. 


The weakness in the drafting of 
Sections 117(a)(1)(A) and (B) and 117(j) 
appears to lic in a 


basi 


failure to distinguish 
adequately between property subject to de- 
preciation which is actuaily being used in 
a manufacturing, merchandis- 


ing establishment, and, hence, actually being 


servicing or 


depreciated and property which, while sub- 
ject to depreciation if put to use 
depreciable 


(and 
hence property), is actually 
capable of being merchandised by the tax- 


payer in the conventional sense 


In 1951 


was passed 


an amendment of Section 117(;) (1) 


bluntly includes a sale 


crops in the 


which 
of growing definition of a 
sale, exchange or involuntary conversion of 
“property 


thus 


used in the trade or business,” 


overriding the and those 
court decisions which required demonstra- 


that 


Treasury 


tion such property was not held “pri 


marily for sale to customers in the ordinary 
Livestock, 
except poultry, held for 12 months or more 


course of trade or business.” 


Articles 


for draft, breeding or dairy 
given similar treatment by the addition of a 
sentence of similar import at the 
Section 117(j)(1). However, one might say 
that the crop unfairly 


penalized, since expenses incident to raising 


purposes is 
end ot 


growing sales are 
a crop so sold are disallowed as deductions 
under Section 24 and required to be added 
to basis under Section 113 


The statutory 
harvested 


solution in the case of wi 


crops seems a clear distortion 


which almost 


necessarily runs counter to 
the underlying theory of the section of af 
fording capital gains treatment only to 
realized long-term enhancements of capital 
value. It seems unlikely that the 
the sale or exchange of either livestock o1 
annual crops could normally qualify as such 


an enhancement. 


gain on 


In the main, Section 117(j) has opened uy 
no new opportunities tor cut-rate taxes tor 
ordinary annual profits in the 
field 1942, 
holding period was adopted, the short-term 
trader (who is not 


securities 


Since when the six-montl 


a dealer) has enjoyed 


capital gains treatment for his profits and 


along 


losses with the investor, so long as 
this relatively holding 


Yet one searches the current 


he satisfies modest 
requirement, 
hearings almost in vain for any suggestion 
from securities interests that the short-tern 
speculator should be distinguished from the 
long-term investor and that the present 
holding period might, after all, be a rather 
adequate device with which to do it. The 
insistent plea is rather to shorten the hold 
ing period to three months so as to add 
“greater mobility to venture capital.” There 
intimation that 
will not stand firm on the present holding 


period since any further 


is, of course, no Congress 


shortening would 


serve to sharpen the anomaly of 


specu 
relatively 


enjoying the 


gains realized on 
market 


tax benefits as clear 


lative 
term 


short 
changes same 
long-term investment 
holding of the property 
‘| he 


distinguish 


enhancements if the 


} 


has been six months or more. 


gains 
of such a trader are presently 
able from those of a securities dealer 


the trader 


Since 

does not sell “to customers.’ 
One excellent 

the hearings 


suggestion is contained in 
It was proposed that a more 
careful classification of capital transactions 
be combined with some method of averag 
ing both-capital gains and ordinary income 
over an appropriate period, thus eliminating 


the necessity for a differential in the tax rate 


Within a framework of classification and 


averaging, a scheme of income taxation 1s 
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surely would enable us to 
keep productive capital at work unimpaired 


as long as it 


which 


possible 


was not converted to per- 


sonal uses. We can surely find a way “so 


to arrange matters that precisely the same 
will when the 


transaction 


tax hability arise no matter 

through his 
what form he 
assume,” 
method of 
jof capital] at a lower terms of 
equity.” (Miller, “The ‘Capital Asset’ 
Concept: A Critique of Capital Gains Taxa 
59 Yale Law Journal 1057 (1950), at 
page 1082.) 


taxpayer carries 
matter 


transaction to 


and no causes the 


can also 
mobility 


and we 


“evolve a purchasing 


cost in 


tion,” 


Civil Fraud 


“Federal 
Fraud Penalty,”’ 
aker. 


1954. 


The author is a member of the Tennes- 
see bar. 


Income Taxes and the Civil 
by Raymond White- 
Vanderbilt Law Review, April, 


Congress has provided certain civil and 


criminal penalties to punish those who have 
not fulfilled their United 
Stat Treasury This article deals only 


obligations to the 


the administration and operation of the 


aud penalty 


The most severe civil penalty that may 


be imflicted, the 50 per cent fraud penalty, 
actually not 
penalty at all, 


regarded by the courts as a 
but has been described merely 
as a compensatory sum to reimburse the 
government for its added expense in detect- 
ing the violation (/lelvering v. Mitchell, 38-1 
7% 9152, 303 U. S. 391). Although the 
behind this result is not entirely 


convincing, it has served as the 


uUsT¢ 
reasoning 
basis for 
imposing the fraud penalty against the es 
tate of a taxpayer his death (Kirk 7 


50-1 { 9169, 179 F. (2d) 


alter 
Comme mer, 


619 (CA-1)) 


USTC 


Section 293(b) of the Int 


rnal Revenue 


Code provides: “If any part of any deficiency 
fraud with intent to 


then 50 pet 


is due to tax, 


the toral amount ot 
addition to 


evade 
centum of 
the deficiency (in 


hall be so 


paid im lieu of the 50 per centum addition 
to the tax provided in section 3612(d)(2).” 


It will he 


language yt 


such defici 


ency) collected, and 


assessed, 


noted from an examination of the 
293(b) that the fraud 
penalty is assert d against the total amount 
Oot the 


Ssectior 


dehicirency if any 
to fraud | 
elements: (1) the 


and (2) the 
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part thereof is duc 


iere are, thus, 


two essential 


existence of a deficiency 


finding that a part of the de 


July, 
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ficiency is due to fraud with intent to 


evade tax 

In general, the period of limitations upon 
the assessment of a tax is three years from 
the date the return is filed, unless fhe period 
of limitations has been extended by agree 
ment, If fraud exists, however, there is no 
period of limitations, and an assessment 
any time. It thus results 
that a civil suit for the amount of tax due 
plus the fraud penalty almost always follows 
the criminal prosecution where both are recom 
mended, 
period of limitations. 


may be made at 


since the latter has a_ six-year 


In all cases where the fraud penalty is 
asserted, the burden of proof with respect 


to the 
sioner 


fraud is on the Commis 
This is an affirmative 
is often a difficult one to sustain 
is well recognized that fraud 
lightly inferred, but must be 
by clear and convincing evidence. However, 
if the taxpayer defaults as to the issue of 
fraud or is absent 
oftentimes the 

of proof would 
persuade the 
fraud penalty. 


issue ol 


burden and 
since it 
cannot be 


established 


from the hearing, as is 


case, only a slight 


amount 
seem to be 


Tax Court to 


necessary to 


sustain the 


It is 
an amended 


now well settled that the filing of 
return does not prevent the 
imposition of the fraud penalty. It is be 
lieved, however, that a different result will 
follow in the case of a delinquent 
If an return 


but a delinquent 


return 
has never been filed, 
return is later filed, the 
delinquent return is treated as “the return” 
for purposes oft 


original 


determining the existence 
of a deficiency. Thus if a correct delinquent 
filed before the 
there will be no deficiency to 


which the fraud penalty can attach. 


return 1s assessment of a 


deficiency 


Fraud penalties may be asserted in cases 
where the taxpayer has failed to file a re 
turn, and all that the Commissioner 
show to that there 
$600 and 
obligation 


has to 
sustain 
taxable 
that the 
to file a return 


the penalty is 


Was income mM 


excess ot 


taxpayer knew of the 


One representing a taxpayer whose returns 
are under should do 


prevent the 


investigation 
possible to 
the fraud penalty 


every 
ting imposition ot 
This can only be done, it 
indications of 

with the 


convincing 


there are fraud, by having a 


conference investigating revenue 
him by 
proof that any deficiency that exists is due 
to some factor other than fraud on the part 
Such a conference should 


(Continued on page 607) 


agent and competent 


of the taxpayer 
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Ignorance of Law Is No Excuse 


Failure to deduct the nonresident tax 


made the taxpayer personally liable 
for it. 


Che taxpayer’s former wife is a resident 
of California, and he has been paying her 
alimony since 1946. 
years the taxpayer: 


Sometime during these 
sought advice from tax 
officials and was told that the nonresident 
tax was not payable. 
in 1949 and the new law did impose a 15 pet 


The law was changed 
cent nonresident tax and imposed personal 
liability on the taxpayer for the withholding 
of the tax. The taxpayer said that he was 
of the change in the law. His ap 
peal was dismissed It was held that 
“When he failed to deduct the tax the ap 
pellant became personally liable for it, 
though he may 


I 


unaware 


even 
unaware of the 


Minister of 


have been 
in the law.”—Comn 7 


1al Revenue, 54 DTC 279. 


Consultants Sell Information 


Fee paid for information as to a prof- 
itable transaction is taxable income. 


he president of a corporation carrying 


suSiIness aS Management consultants, in 
course of his became 
»ssibility 
prove profitable corpora 
take the deal 
it passed on the information to another 


Min 


consideration in the 


’ 
WOrTK, aware Ol 
p of a stock transaction which 
ld His own 


could not advantage of 





vr a consideration. The 


1 this 
; taxable incom Phe 
| 


} 
peaicd, 


‘ orpora 
proht 


iIntormation 


contending that the 
om the selling of the 
derived from any 
activity carried on by the cor 


was a casual gain, not 
business 
and that such profit was a capital 


held 


consideration 


facts presented it was 
nt received in 
of the # rmation Was 


Canadian Tax Letter 


Others’ Children . . . 
Nonresident Tax ... 


Earning Power of Building 


Canadian Tax Letter 


that 
constituted an receipt which 
was properly taxable in the appellant’s 
hands.—No. 154 v. Minister of National 
Revenue, 54 DTC 106 


rendered, and 
income 


received for a 
this 


Service 


Building Repairs 


Repairs which did not appreciably pro- 

long the life of the building were 

allowed as expense items. 

Repairs and alterations were made in a 
building by the satisfy the re 
quirements of a desirable long-term tenant 


owners to 


It was held that those repairs and altera 
tions which neither added to the building’s 
value nor appreciably 
could be expensed 
made for 
their 


prolonged its lite 
‘| he sc 
the use of the tenant and had as 
object improvement of the earning 
power of the building; however, the cost of 


repairs were 


electrical work, plumbing and acoustical tile 
ceiling were not allowed as 
Boyd Building Ltd. 72 
54 DTC 271 


expenses 
Vinister of National 
Revenue, 


Support for Children 
Not One’s Own 


Where in fact the taxpayer supported 

the children as though they were his 

own, he was entitled to the marital 

status deduction. 

The Minister 
ant the 


taxpay a | 


refused to allow the claim 
marital status deduction, where the 

was not the father of his house 
keeper's children and had not adopted them 
It was held for the taxpaver, however, as 
the facts showed that there was a common 
law relationship between the taxpayer and 


1 


his housekeeper, that her children 
wholly him, and that he 
did support them as though thev were his 
wn Vo. 16] Minister of National Rez 
enue, 54 DTC 201 


were 


dependent upon 
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Acq. and Non-acq. 


More on ‘‘Rebracketing’’ 
Fluctuating Income 
SIR 


In the 


acq.,” 


May, 1954 issue (Acq. and Non 
$26). |. B. ¢ Woods, in pro 
a simplified method of “rebracketing” 
fluctuating asks the 
“What years [income] to 


ith the 


pare 
posing 


certain income, ques 


tion have prior 


question of ameliora 


current 


tion, except to introduce measurements of 


” 


doubtful validity Perhaps the fol 


lowing imaginary scene supplies the answe1 


On January 2, 1955, into the office of 


N. Advisor, a noted tax counsellor, 
Mr \. Writer, who 


employed as a 


walks 
that he is 

Magazine 
$25,000 


explains 
technical editoi 


and has been earning per yeat 


(after deductions and exemptions). In his 
spare time for the last five years he has 
been writing 


for $300,000 


a book which he has just sold 
However, his joy in receiving 


this bonanza 1s 


overshadowed only by the 
realization that the United States Treasury 
is likely to windfall to a 
extent will. He has come 
running to Mr. Advisor to 


much of this money he can keep 


benefit trom the 


greater than he 


find out how 


Advisor in 
$300,000 is 


After consulting a rate chart, 
forms Writer that, 
added to his ordinary income ol 
$25,000, his tax bill could be $270,570 (at 
1954 rates). On hearing this, Mr. Writer's 


jaw drops noticeably, and he becomes silently 


when the 


taxable 


glum 


“But.” continues Advisor, “fortunately for 


you, Congress has passed a law, known a 


thie | B ( 


become effective on January 1, 1955. 


Woods Plan, which has just 
Under 
the provisions ot that act, persons such as 
you who receive an unusual amount of in- 
come in one year can, in effect, spread the 


income out over a period equal to the 


length of 
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time in which it 


was earned,” 


July, 


1954 e@ 


(Advisor is, of course, aware of the “former” 
provisions of Section 107(b) of the Internal 
Revenue Code, under which such 
work could be spread out 
over a period not to exceed 36 months, but 
he has details 


since 


income 
from a literary 
decided not to go into the 
computation with his chent, 
he teels it would needlessly complicate the 


of this 


discussion. ) 


Advisor then explains that under the new 
law the $300,000 received in 1955 would be 
divided over the five vears of work on the 
book, resulting in an average of $60,000 per 
Veal When added to other net taxable 
income of $25,000, this would produce tax 
able income of $85,000 for one vear, the tax 
on which would be $54,420. The remaining 
$240,000 of income ($300,000 less the $60,000 
included in the $85,000) would be taxed at 
the rate of $60,000 per annum in the “appro 
priate’ tax brackets in which the 
$60,000 falls Mr. Advisor then quickly 


works up the following tabular explanation 


item ol 


Tax on $85,000 
Tax on $25,000 regu 
lar taxable income 


$54,420 
Less 


10,150 


Tax on $60,000 in “appro 
priate” tax brackets $44,270 

Tax on $85,000 

Add times the tax on 
$60,000, in appropriate brackets 
(4 «x $44,270) 


$ 54,420 


Four 
177,080 


Tax on $325,000 in 1955 $231,500 


“Therefore,” Advisor, “your. tax 


only $231,500 this year, and you 


can keep $93,500 out of the $325,000 you 


s 


SaVS 
should be 


earn in 1955,’ 


\. Writer, feeling that he has just 
$40,000 in 


leans 


saved 
nearly 
re lef, 


taxes, heaves a sigh of 
begins to 


(Continued on page 608) 
TAXES —The Tax Magazine 


back gingerly and 





Tax=-Wise 


Meetings of Tax Men 


Nebraska State Bar Association.—As a 


part of its program of continuing legal 
Nebraska State Bar 


conduct an 


€ ducation, the 
will 
ternal 


Associa 
Institute on the In 
Revenue Code of 1954 at the Hotel 
Paxton, Omaha, on July 22, 23 and 24. All 
lawvers and 


tion 


Internal Revenue 


Service pet 
sonnel within the Omaha region are 


to attend 


invited 


University of Texas.—JThe Internal Rey 
enue Code of 1954 will be the subject of an 
institute at the Law School of the University 
29-October 2 Out- 
standing speakers scheduled to participate 
include Thomas N. Varleau, Lloyd W. Ken 
nedy, Stanley S. Surrey, William C. Warren, 
David W. Richmond and Isidore Goodman 
Secretary ot the 
be the 
in connection with the institute 
tration fee for the institute is 
banquet charge, $6. To write to 
Jack Proctor, Assistant Dean, School of 
Law, The University of Texas, Austin, Texas 


of Texas, September 


Treasury Humphrey will 
speaker for the banquet to be held 
The regis 

$30; the 


register, 


Federal 
Lore, of 


Tax Forum, Inc.—Martin M. 
New York City, has been elected 
president of the Federal Tax Forum, Inc., 
for the vear bes July 1, 1954 


Tax Executives Institute, Inc., 
Chapter. 


ecutives 


np 


Detroit 
Phe Detroit Chapter of Tax Ex 
Institute, Inc elected Norman G 


Currin president for the 1954-1955 


vCal 


Bail for Frank Costello 


On June 18, the Supreme Court admitted 
Frank Costello to $50,000 bail. Mr. Justice 
Jackson wrote the memorandum. The reason 


for this 


action was the 


granting ot 
Calderon case 


certi- 
article 
537 of this 
vacating of previous denials 
several other 


orari in the (see the 


by Burns Rachlin at 


and 
issue) and the 


ot certiorari in 


page 


“net worth” 


Tax-Wise 


Taxes... 
Tax People... 
Things Taxed... 


cases. On June 7 the 
granted certiorari in 
like the Costello 


obtained 


Supreme Court 


which, 
had 
evasion 
theory. On 
restored to the 


cases mm 


four cases mn 
case, the government 
conviction of income tax 
by the use of the net 
that date the 
docket 


Orari 


worth 
Court also 


three other which 
had previously 
also involved the 


tion 


certi 


been denied. The sc 
theory of 
had not 
the attention of the 


who decided the ¢ 


Sallie proseciu 


This action been brought to 
trial and circuit judges 
ostello case 

Mr. Justice Jackson said 
attempting to state the 
Court or any of its 


without 
position of the 
Justices, I think the 
necessary inference for the purposes of this 
application | ¢ ostello bail] is that the Court 
deems a_ substantial 
application to 


general 
worth’ 
as that theory is being applied.” 


question of 


exist in ‘net cases 


Our Cover 


The cover this month reflects a summary 
1953. Revenue of state 
governments from all sources totaled $17,979 
million in the 1953; that is 69 
was received in the 
This total—which 1s 
not reflected in the charts on the cove 

includes 


ot state finances m 


fiscal year 


per cent more than 


previous fiscal year 


sales 


gross revenue trom state 
liquor stores and contributions and invest 


ment social 


earnings ot insurance systems 
s| he 
which is reflected in the 
totaled $14,511 
the liquor 
this cent 
than the revenue of the previous fiscal year 
State debt is 


million at the 


administered by sore of the 


states 


general revenue 


chart on the cover million 


(excluding 


and fund 


was 8.1 per 


Insurance 


revenue); greate! 


also at a high—$7,824 


end of the 


new 
1953 fiscal year 


Twenty-Five Years Ago 


In the July, 1929 issue of 
there is a 


this 
about a new 


MlapgpaZine 


method 
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of taxing the capital gain. The proposed 


, according to the author, would have 
the merit “of taxpayers alike 


and not confining the principal benefit of 
+] 


method 


treating all 


ic reduced tax on capital gains to less than 


10,000 of our most wealthy class.” 


The proposal that the tax 


at that time 
and that in lieu of 
this method there be included in (if a gain), 
or deducted from (if 


recommends 
on capital gains be eliminated 
it was 12% per cent 
a loss), net 
subject to normal and surtax: 


income, 


100 per cent of the 
trom the sale of the 


gain or loss resulting 


asset which has been 


held less than two years; 


90 per cent of the gain or loss from the 
sale of the asset which has been held more 
than two but less than three vears: 


80 per cent of the gain or loss from the 
sale of the asset which has been held more 
than three but less than 


1our years; 


70 per cent of the gain or loss from the 
sale of the 
than four 


which has been held more 
but less than five 


asset 
years; 


ov) per 


sale of the 


cent of the rain Of! 


loss from the 
asset which has been held more 


than five but less than seven years; 


cent of the gain or loss from the 


the asset which has been held more 
but le 


seven ’ 


ss than ten years; 


4() pe I le gain of 
sale of tl whicl 


loss from the 
has been held more 
than ten years, and no per 


centage of tl gain o1 from the sale 


as been held 15 Or 


loss 





more 


W hile ugg was 
lacked 


Cause 


startling, it 
probably be 


rates coverage ot 


tax was less broad 


California Formula 
for Other State Tax Credit 


ormia law permits its 
a credit the 
income that is also taxed 
the formula provided 
in botl 


the income 


subject to tax 
taxed 
lenominator) multiplied by 
uals the amount of the 

California 
# Ip pe al 


$1) disclosed two other 


1 


ecent decision of the 


ird of Equalization 
' 


oseve May 19, 195 


metho i vhicl I wmmount of the 


} 


has beet 
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mputed 
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One method is this: The net taxable in- 
come subject to tax in the other state (nu- 
merator) over the net taxable income in 
California (denominator) multiplied by the 
California tax equals the amount of the 
credit. This interpretation is pursuant to 
a regulation that has been in force some 
time; the board remarked that if any am- 
biguity exists, the long-standing administra 
tive practice should be adhered to. 

The taxpayer who protested this practice 
pointed out that the income of her sister, 
who also has income from a trust in another 
state, was taxed by another formula. This 
formula used the figures in 
the fraction. 


PTOSS 


income 
There is one other item worth mention 
ing, and that is that the attorney who pre- 
pared the California returns of both sisters 
said he did so on the telephone advice of 
someone on the Tax Board. It 
held that informal furnishing of 
advice could not operate as estoppel against 
the board from computing the tax credit of 


Franchise 


was this 


one of the sisters under a formula different 
from the used for the other 


one sister s 


return 


Tax Treaty with Belgium 


An estate tax convention between the 
United States and Belgium was signed May 
27, 1954 The convention becomes « ffective 
upon the exchange of instruments of ratifi- 
cation and will apply to the estate of persons 


dying after the exchange. The Senate 


must 
ratify the convention. 


State Taxes 
Before the Supreme Court 


Perhaps of greatest 
the several state 
during 


valid 


importance 
tax cases before the 


among 
Court 
was a decision finding in 
Maryland compen 
sating use tax law requiring foreign vendors 
to collect and 


this term 
provisions ot the 


remit the tax on 
Maryland residents. 
Maryland taxing 
to collect the tax from 


purchases 


made by Che case arose 


when sought 


authorities 
merchant 
who was making appreciable sales to nearby 


Maryland residents 


a Delaware 


Factually the case was 


distinguished from earlier decisions of the 


that 
sold directly to customers 


Court regarding 
here the 


State use taxes In 
vendor 
and the purchased goods were carried away 
by the Maryland 
by common carrier or by the vendor’s truck 


Che 


Louis was 


customer, or delivered in 


” 


“earnings tax” of the City of St. 


upheld in the face of an attacl 
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by wage earners under the Equal Protection 
and Due Process Clauses of the Fourteenth 
Amendment in which it was contended that 
discrimination operated against them because 
the ordinance taxed gross salary and wages 
of the employed but only net profits of the 
self employed, corporations 
enterprises. 

In Arkansas sales tax was 
held to be inapplicable to a vendor who 
sold machinery 


and business 


addition, an 
to a “cost-plus-fixed-fee” 
government contractor, the Court finding 
that under the contract involved the real 
purchaser was the United States and that 


the transaction was thus immune from state 
taxation 


An attempt by the State of Texas to levy 
a tax on the occupation of “gathering gas,” 
measured the entire volume of gas 
“taken,” was held to violate the Commerce 
Clause the of an interstate natural 
gas pipe line company which took gas from 
the outlet of an independent gasoline plant 


in of 


by 


in case 


Texas for immediate 


purposes inter 


State transmission. 


However, in another case involving inter- 
state commerce, the Court upheld Nebraska’s 
apportioned ad valorem tax on flight equip- 
ment of an interstate carrier which had 
neither nor principal place 


all 


its home 


port 
of business in Nebraska 

Virginia may not impose an annual license 
tax the of an 
company whose local operations are purely 
incidental to 


on gross receipts express 


its interstate operations. 


Pennsylvania Ends Blanket 
Sales Tax Exemption 
rhe blanket exemption 


certificates with the seller of machinery and 
claiming that 


practice of filing 


the machinery is to be 
sumed in manufacture” 


tion” and 
to the 


“con 
or “used in produc- 
not be subject 


sales tax 1s to be sharply curtailed 


therefore should 


ARTICLES—Continued from page 


be requested as early in the investigation as 


possible if the taxpayer’s position can be 


sustained 


As to the imposition of the fraud penalty 


there is no excuse for its assertion against 


a taxpayer who has not misrepresented the 


facts in his return, or where some real 


doubt exists among tax experts that de 


ficiency can be 


sustained as a matter 


as asserted, however, 


Tax-Wise 


Effective July 1, a must file an 
exemption certificate with every purchase 
of equipment. The certificate must be 
signed by an officer or owner of the com- 
pany. It must set forth the estimated use- 
ful life of the property being purchased 
and also state whether the cost of the item 
is to be expensed or capitalized. If the 
certificate states that the purchaser intends 
to capitalize the purchase, this shows the 
seller that the purchase is not exempt from 
the sales tax, that the customer is not en- 
titled to an and that the 
should be collected on the purchase. This 
new ruling is to prevent pur- 
chasers from filing blanket exemption cer 
tificates with their sellers and purchasing 
all of their equipment or machinery tax free 


customer 


exemption tax 


designed 


State Tax News 


Arizona.— Withholding in this 
state on July 9. The income tax law 
requires that employers withhold an amount 
equal to % of 1 per cent of the total value 
of wages paid to an employee 
performed the 
tables, if employer 


begins 


new 


ror services 
within Withholding 

the to them, 

can be obtained from the tax commission 


Withholding 
state on July 1. The amount 
held for the state is 4 
amount required to ! 


State 


cares us¢ 


Colorado. this 


to be with 
cent of the 
withheld by the fed 
“Employer” is defined 
a person business in or 


begins inh 


ne 
pel 


eral law 


broadly 
transacting 
deriving an income from sources within the 
State of Colorado for 
performs ot 


and 


individual 
services 
the payment 


whom an 
performed any 


control of 


” 


who has of 


wages 


Other 
Delaware, 


States withholding 


requiring 
Ore 


are 


Kentucky, Vermont 


gon and 
Mississippi. 


States 


This state has joined the list 
of having 


laws 


reciprocal tax-collection 


602 


recent well-known 


case which required a 
Supreme Court decision to settle the 
.of civil liability 
Court Holding Company, 45-1 usté 
324 U.S. 331, 65 S. Ct. 707). It is believed 
however, that the penalty will rarely be as 
serted, and never the 
payer accurately discloses in his return all 
the 


be 


basi 


question (Commissioner 7 


q 921 


sustained, where tax 
"— 
facts which he in go 


rial 


} 
believes te 


1d faith 


mate 





State Tax Calendar 


The State Tax Calendar includes the re- 
port and payment due dates of important 
taxes—franchise, income and property—for 
the next month. 


ARIZONA: August 15 


tax sec 


Personal 
ond installment due 


Micon 


ARKANSAS: August 10 


due 


Personal in 


CALIFORNIA: August 15 


come tax second 


August 31 


tax delinquent (5 p. m.) 


CONNECTICUT: August 15 


ports and fee 


installment due 
Unsecured personal propert: 


Annual re- 
from foreign and domesti 
filed with Secre 


corporations due (to be 


tary ot State) 


IDAHO: August 9—Property reports from 


sleeping car companies due 


IOWA: August 1 


(last day) 


Corporation reports due 


LOUISIANA: August 15 


come tax 


Corporate in 
due.—Per 


second installment due 


second installment 


onal income tax 


1954 AUGUST 1954 
SUN MON TUE WED THU FRI SAT 
a a @ he a. 
8 9 1011121314 
15 16 17 18 19 20 21 
22 23 24 25 26 27 28 
29 30 31 “an a@n«an @” 











MARYLAND: August 1 


sessed by 


Property tax as 
State Tax Commission due 


MISSISSIPPI: August 1- 


third installment due 


Property ta» 


NEVADA: August 2 


terly installment due 


Property tax quar 


NEW JERSEY: August 1—Property tax 


quarterly instailment due. 


NORTH DAKOTA: August 1 


corporation tax reports and payment due 
(last day) 


Domestic 


OKLAHOMA: August 31 


license tax reports and payment due 


Corporatio1 


OREGON: August 1—Corporation license 
tax reports due. August 15 
tion license tax due (last day).- 
tax delinquent. 
installment due 


Corpora 
Prope rt 


Property tax quarter] 


WISCONSIN: August 1 


installment due Pe 


Corporate in 
come tax second 


sonal income tax last installment due 


ACQ. AND NON-ACQ@.—Continued from page 604 


puff on an expensive cigar he had bought 


ot his book 


to celebrate the sal 


Advisor, wl 


resistance, 


o has been saving the piece de 
“That’s not all. I have 
Woods Plan, 


THOnCY I 


RocsS on 
an idea which will, under the 


save you a great deal more 


suggest that you immediately take a leave 


of absence your job for the 


1955! 


irom entire 


In that way, your current year’s 
ithout considering deductions and 
exemptions) would be computed as $60,000, 
t] a tax of $34,320 


on which there 
brackets for the re 


VCal 


income (WwW 


would be 
The ‘appropriate’ tax 
$240,000 of would then be 
brackets up to $60,000, and the 


$300,000 


THVAMTIIN INCOME 


the lowest 
total tax on the 


entire income 


would be five the tax on $60,000, 


608 


tines 


July, 


1954 °@ 


? 


$34,320, or $171,600 In that 
would be able to retain $128,400 
$306,000 earnings 
succinctly, by not 
would 


hence 5 
way you 
of your ro put it more 
working this year you 
with $34,900 alter 


taxes than if you worked for a full year.” 


Mr. Writer 


wafted away 


end up more 


thereupon appears to bh 
on a cloud and begins gliding 
A dvisor’s (forgetting, 


gaily out of ottice 


of course, to inquire about Advisor’s fee fos 


this advice). As he gets to the door, how 
round with 
Advisor: “How much more 
| save under the Woods Plan 


] money this 


ever, he turns grin 
and boldly asks 
money could 


if I 


a greedy 


managed to lose vear?” 
BERNARD WERNE! 


New York City 
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Federal Tax Calendar 


August 16 (August 15 is a Sunday)— 
Due date ot 


ar posit 


with a 


] 


by employer 
federal reserve bank 


or authorized de 
(1) 


om wages, (2) 


positary ot the amounts ot mcome 


tax withheld 1 


plove es’ 


elm 
1401 


section 


tax withheld under Section 
and (3) 
1410 


the aggregate < 


S100 


employers’ tax under 


vhere, during the preceding month, 
exce¢ ded 


( Regulatu ns 120, Section 406.606. ) 


f such amounts 


by general exte nsion, 


loreign part 


nerships, (2 gn corporations whicl 


maintain or places of business 
Unites pcan 


domestic ¢ 
busu 
books 


corpor: 


1S I Ve act thet 


keep ords and 
int vad, 
vhose principal 


vithin the pos 


(4) domestn 
MICO iS trom 
sessions of the 
United States and (5) American citizens 
residing or traveling abroad, including 
military or naval 
the United States 
Section 29.53-3(a).) 


1065; (2)-(4) 


ms in the 
on duty 
(Regulations 111, 
Forms: (1) Form 
1120; (5) Form 1040 


Scrvice 
outside 


Form 


mthly 


stock 


directors of 


Intormation returns of 


s and of officers and 
] 


holding compames due 


! 


City Tax Calendar . 


August 15—Iri 


vilewe 


na; Phoenix business privy 


tax reports and due. ¢ 


Denver 


due 


payinent 


rad sales tax reports and 


Mich Detroit property 
tax semiannual installment due 


Pittsburgh income tax 


payments gan 


Penn- 
sylvania 
due 


August 20—/. 


‘ . 
and use tax 


New Orleans suiles 
reports and 


uistana 
payment due 


New York City 


tax reports and payment 


August 25—New Vork: 


conduit company 


tor preceding mont! gulations 
Sections 29.338-1, 29.339-1.) 


111, 


957 


Form 


ue date tor delivery to iocal collector of 


internal revenue, by stamp depositaries 
of the United States, of requisitions for 
all stamps purchased during the preced 
ing month, with 


statement showing 


stamps hand at beginning and end 


On 
sold during 
Payment also duc pro 
sold) during 


ulations 71, Sec 


of such month and 


that 


ceeds of 


Stamps 
month for 
sales of stamps 
preceding me (Reg 


113.142.) 


August 31— 
| ire 


CXCISE “ax boot | to an 


mith 


tion 


date fo ! ‘ the tollowimy 


author 
such 
$100 


ized depositary, BI lane reportable 


tor July exceeded taxes on sate 


deposit boxes; transportation of oil by 


pipeline; telephone, telegraph, radio and 


cable messages and services; transpo 


tation of persons; dues and 


admissions, 
initiation 


and 


tees; gasoline, lubricating oils 


matches; sales by 


IManulacturers, 
including sales of pistols and revolvers; 
oils; the 
Manulacture ot trans 
property; fuel 
Section $, ‘Treasury 


400.) Form 


pro essing oft 


certain sales by 


retailers: sugar; 


portation of ind diesel 


$77 
1953 2 ( B 
537 (cle positary receipt). 


(Regulations 


Decision 6025, 


due; New York City public utility excise 


tax reports and payment due 


August 31 
tax due 
property 
(last day Be 


Delaware: Wilmington property 
(last day). \VWichigan: Detroit 
tax in installment due 
Missouri St. Louis employer 
withholding reports and payvinient 

Ohio: Cincinnati income tax repor 
payment 


single 


due. 





For the Federal 
Tax Problems of the 


Average Business 


or individual ... 


Write for Complete Details 
COMMERCE CLEARING. HOUSE, INC. 


ee ee ee ee me - OPTS At LAW REPORTS 


New Yorn 36 Cricaco 


WASHINGTON «4 
522 Firrm Ave 214 N MICHIGAN Ave 


329 E Street NW 





